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EXTRACT  FROM   RULES 

Rule  la.  Books  and  other  legal  material  may  be  borrowed  from 
the  San  Francisco  Law  Library  for  use  within  the  City  and  County 
of  San  Francisco,  for  the  periods  of  time  and  on  the  conditions  herein- 
after provided,  by  the  judges  of  all  courts  situated  within  the  City  and 
County,  by  Municipal,  State  and  Federal  officers,  and  any  member  of 
the  State  Bar  in  good  standing  and  practicing  law  in  the  City  and 
County  of  San  Francisco.  Each  book  or  other  item  so  borrowed  shall 
be  returned  within  five  days  or  such  shorter  period  as  the  Librarian 
shall  require  for  books  of  special  character,  including  books  con- 
stantly in  use,  or  of  unusual  value.  The  Librarian  may,  in  his  discre- 
tion, grant  such  renewals  and  extensions  of  time  for  the  return  of 
books  as  he  may  deem  proper  under  the  particular  circumstances  and 
to  the  best  interests  of  the  Library  and  its  patrons.  Books  shall  not 
be  borrowed  or  withdrawn  from  the  Library  by  the  general  public  or 
by  law  students  except  in  unusual  cases  of  extenuating  circumstances 
and  within  the  discretion  of  the  Librarian. 

Rule  2a.  No  book  or  other  item  shall  be  removed  or  withdrawn 
from  the  Library  by  anyone  for  any  purpose  without  first  giving  writ- 
ten receipt  in  such  form  as  shall  be  prescribed  and  furnished  for  the 
purpose,  failure  of  which  shall  be  ground  for  suspension  or  denial  of 
the  privilege  of  the  Library. 

Rule  5a.  No  book  or  other  material  in  the  Library  shall  have  the 
leaves  folded  down,  or  be  marked,  dog-eared,  or  otherwise  soiled, 
defaced  or  injured,  and  any  person  violating  this  provision  shall  be 
liable  for  a  sum  not  exceeding  treble  the  cost  of  replacement  of  the 
book  or  other  material  so  treated  and  may  be  denied  the  further 
privilege  of  the  Library. 
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Ill  tlie  District  Court  of  tlie  United  States 
for  the  District  of  Oregron 


--to^ 


No.  Civ.  3078 

BOSS  B.  HAMMOND, 

Plaintiff, 

vs. 

J.  W.  MALONEY,  United  States  Collector  of  In- 
ternal Revenue  for  the  District  of  Oregon, 

Defendant. 

COMPLAINT 

Comes  now  the  Plaintiff  herein  and  for  cause  of 
suit  against  the  above  named  Defendant  alleges: 

I. 

That  Plaintiff'  is  an  individual  taxpayer,  resident 
and  domiciled  in  the  State  of  Oregon,  and  was  dur- 
ing all  the  times  herein  mentioned  engaged  in  the 
genera]  contracting  business,  as  member  of  a  co- 
partnership, doing  business  under  the  firm  name 
and  style  of  Ross  B.  Hammond  Company.  Said 
partnership  at  all  times  herein  mentioned  was  com- 
posed of  Ross  B.  Hammond  and  William  A.  Ham- 
mond. 

That,  at  all  times  herein  mentioned,  Plaintiff* 
was  also  engaged  in  operating  a  ranch  in  the  State 
of  Oregon. 

II. 

That  at  all  times  herein  mentioned,  Defendant 
Avas  and  now  is  United  States  Collector  of  Internal 
Revenue  for  the  District  of  Oregon,  stationed  at 
Portland,  Oregon. 
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III. 

Jurisdiction  of  the  within  cause  rests  on  the  pro- 
visions of  the  Judicial  Code  of  the  United  States, 
Section  24,  as  amended  (28  USCA,  Subdivision  5, 
Section  41),  and  the  provisions  of  Sections  322, 
3772,  22  and  23  of  the  Internal  Revenue  Code  of 
the  United  States. 

IV. 

That  the  amount  in  controversy  exceeds  the  sum 
of  $3000.00.  [1*] 

V. 

That  on  November  6,  1944,  Defendant  assessed 
Plaintiff  with  a  deficiency  in  income  and  surtaxes 
in  the  sum  of  $145,537.77  together  with  interest  in 
the  sum  of  $11,609.13,  and  Plaintiff  paid  said  sums 
on  August  14,  1945  to  Defendant. 

VI. 

That  said  deficiency  assessment  and  collection  was 
illegal  in  that  Defendant  refused  to  recognize  the 
partnership  entity  of  the  Ross  B.  Hammond  Com- 
pany, and  made  arbitrary  reallocations  of  income. 

VII. 

That  on  or  about  the  22nd  day  of  August,  1945, 
Plaintiff  filed  with  the  Commissioner  of  Internal 
Revenue  his  claim  for  refund  of  said  taxes  and  in- 
terest illegally  collected  and  retained;  that  said 
claim  was  in  all  respects  in  due  and  proper  form 
setting  forth  all  of  the  material  facts  and  grounds 
upon  which  said  claim  for  refund  was  based. 


*  Page  numbering  appearing  at  foot  of  page  of  original  certified 
Transcript  of  Record. 
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VIII. 

That  more  than  six  months  have  elapsed  since 
the  filing  of  the  above  described  claim  and  the 
Commissioner  has  neither  allowed  nor  rejected  said 
claim. 

Wherefore,  Plaintiff  prays  for  judgment  against 
the  Defendant  in  the  principal  sum  of  $157,146.90 
together  with  interest  thereon  as  provided  by  law, 
and  for  its  costs  and  disbursements  incurred 
herein. 

March  15,  1946. 

/s/  ROBT.  T.  JACOB, 
/s/  JEROME  S.  BISCHOFP, 
Counsel   for  Plaintiff. 

[Endorsed] :  Filed  March  16,  1946.  [2] 


[Title  of  District  Court  and  Cause.] 

ANSWER 

The  defendant,  by  his  attorneys,  Henry  L.  Hess, 
United  States  Attorney  for  the  District  of  Oregon, 
and  Victor  E.  Harr,  Assistant  United  States  At- 
torney, and  for  answer  to  the  complaint  on  file 
herein  states: 

I. 

The  defendant  is  without  knowledge  or  informa- 
tion sufficient  to  form  a  belief  as  to  the  truth  of 
the  allegations  contained  in  Paragraphs  I  to  VIII 
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inclusive,  and  therefore  denies  the  same  and  the 
whole  thereof. 

Wherefore,  defendant  asks  that  the  complaint 
herein  be  dismissed  and  that  he  have  his  costs  and 
disbursements  herein. 

HENRY  L.  HESS, 

United  States  Attorney, 
/s/  VICTOR  E.  HARR, 

Assistant  United  States 
Attorney.    [3] 

(Acknowledgment  of  Service.) 

[Endorsed] :  Filed  July  19,  1946.  [4] 


[Title  of  District  Court  and  Cause.] 

NOTICE 

To  the  above-named  plaintiff  and  to  Jacob,  Jones 
&  Brown,  his  attorneys: 

You  and  each  of  you  will  please  take  notice  that 
on  Monday,  October  27,  1947,  at  the  hour  of  10 
o'clock  a.m.,  or  as  soon  thereafter  as  counsel  may 
be  heard,  the  defendant  will  call  up  for  hearing 
his  motion  to  file  an  amended  answer  and  to  have 
the  United  States  be  made  a  party  to  this  proceed- 
ing, as  more  fully  appears  in  said  motion,  pro- 
posed amended  answer,  additional  defense  and  al- 
ternative affirmative  defense  and  counter-claim  of 
the  defendant  and  the  United  States  of  America, 
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and  affidavit  attached  thereto,  copies  of  which  are 
herewith  being  served  upon  you. 

Dated  this  17  day  of  October,  1947. 

/s/  HENRY  L.  HESS, 

United  States  Attorney, 

/s/  VICTOR  E.  HARR, 

Assistant  United  States 
Attorney, 

/s/  THOMAS  R.  WINTER, 

Special  Assistant  to  the 
United   States   Attorney.    [5] 


[Title  of  District  Court  and  Cause.] 

MOTION 

Comes  now  the  defendant,  J.  W.  Maloney,  United 
States  Collector  of  Internal  Revenue,  for  the  Dis- 
trict of  Oregon,  by  his  attorneys,  Henry  L.  Hess, 
United  States  Attorney  for  the  District  of  Oregon, 
Victor  E.  Harr,  Assistant  United  States  Attorney, 
and  Thomas  R.  Winter,  Special  Assistant  to  the 
United  States  Attorney  for  said  District,  and 
moves  the  Court  for  an  order  authorizing  said  de- 
fendant to  file  his  amended  answer  herein  and  to 
make  the  United  States  a  party  hereto. 

Said  motion  is  based  upon  the  files  and  records 
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in  this  case  and  upon  the  affidavit  of  Thomas  R. 
Winter,  attached  hereto. 

Dated  this  17th  day  of  October,  1947. 
/s/  HENRY  L.  HESS, 

United  States  Attorney, 
/s/  VICTOR  E.  HARR, 

Assistant  United  States 
Attorney, 
/s/  THOMAS  R.  WINTER, 

Special  Assistant  to  the 
United   States   Attorney.    [6] 

State  of  Washington, 
County  of  King — ss. 

AFFIDAVIT 

Thomas  R.  Winter,  being  first  duly  sworn  on 
oath,  deposes  and  says: 

That  he  is  one  of  the  attorneys  for  the  defendant 
in  the  above-entitled  action  and  he  is  informed  and 
believes  that,  since  the  conmiencement  of  this  ac- 
tion, an  investigation  of  the  plaintiff's  tax  liability 
for  the  year  1942  discloses  that  the  income  of  the 
alleged  partnership  for  the  year  1942  in  the  amount 
of  $86,635.88  was  not  reported  by,  or  taxed  to,  the 
plaintiff;  that  income  of  the  alleged  partnership  for 
the  year  1943  in  the  sum  of  $77,366.37  was  not  re- 
ported by,  or  taxed  to,  the  plaintiff;  that  plaintiff 
has  not  overpaid  his  income  taxes  for  the  period 
involved  in  the  action,  but,  on  the  contrary,  has  un- 
derpaid his  taxes  to  the  extent  of  the  Federal  In- 
come taxes  computed  on  the  above  additional  tax- 
a])le  income:  that  this  action  involves  a  determina- 
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tion  of  the  plaintiff's  total  tax  liability  for  the  years 
1942  and  1943,  and  the  United  States,  in  this  action, 
is  entitled,  therefore,  to  appear  and  affirmatively 
l^ray  for  an  affirmative  judgment  against  the  plain- 
tiff in  the  sum  of  $6,554.03,  with  interest  from  No- 
vember 21,  1945,  and  costs,  as  will  more  fully  ap- 
pear in  the  defendant's  Amended  Answer  and 
Counter-Claim  of  the  United  States  of  America; 
that  the  United  States  is  a  necessary  party  to  this 
action  in  order  that  the  Court  may  fully  determine 
the  issues  involved,  and  the  appearance  of  the 
United  States  in  this  action  will  avoid  a  multi- 
plicity of  suits. 

/s/  THOMAS  R.  WINTER. 

Subscribed  and  sworn  to  before  me  this  16th  day 
of  Oct.,  1947. 

(Seal)  /s/  PHILIP  TINDALL, 

Notary  Public  in  and  for  the  State  of  Washington, 
residing  in  Seattle. 

[Endorsed]  :  Filed  October  17,  1947.  [7] 


[Title  of  District  Court  and  Cause.] 

OBJECTIONS  TO  THE  MOTION  OF  DEFEND- 
ANT FOR  LEAVE  TO  FILE  AN  AMENDED 
ANSWER 

Comes  now  plaintiff  above  named  and  objects  to 
the  motion  of  defendant  dated  October  17,  1947, 
for  leave  to  file  the  amended  answer  tendered  with 
the  said  motion,  on  the  following  grounds: 

1.  Defendant  fails  to  make  any  showing  that  the 
failure  to  incorporate  the  new  matter  in  the  original 
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answer  was  due  to  excusable  mistake,  inadvertence 
or  neglect. 

2.  Defendant  fails  to  make  any  showing  of  dili- 
gence to  ascertain  the  matters  now  tendered  by  the 
amended  answer. 

3.  The  counter-claim  or  set-offs  denominated 
''additional  defense"  and  "alternative  affirmative 
defense  and  counter-claim"  introduces  for  the  first 
time  entirely  new  causes  of  action  by  the  defendant 
against  the  plaintiff. 

4.  The  said  counter-claims  and  set-offs  denom- 
inated "additional  defense"  and  "alternative  af- 
firmative defense  and  counter-claim"  are  barred 
by  the  Statute  of  Limitations  incorporated  into  the 
Internal  Revenue  Act  (Section  275  of  the  Internal 
Revenue  Act,  Title  26,  U.S.C.A.,  Section  275,  sub- 
division (a).) 

These  objections  are  based  upon  the  records  and 
files  of  this  cause  filed  herein  and  upon  the  affidavit 
of  Robert  T.  Jacob,  verified  October  24,  1947,  filed 
simultaneously  herewith. 

Dated  October  24,  1947. 

/s/  ROBERT  T.  JACOB, 
/s/  S.  J.  BISCHOFF, 

Attorneys  for  Plaintiff.    [8] 
AFFIDAVIT 
State  of  Oregon, 
County  of  Multnomah — ss. 

I,  Robert  T.  Jacob,  being  duly  sworn,  on  oath 
depose  and  say  that  I  am  one  of  the  attorneys  for 
the  plaintiff  in  the  above  entitled  action  and  I  am 
familiar  with  the  facts  and  circumstances  out  of 


10  J.  W.  Moloney  vs. 

which  the  cause  of  action  set  forth  in  the  pleadings 
arose  and  with  all  of  the  proceedings  had  and 
taken  herein. 

The  cause  of  action  set  forth  in  the  complaint  is 
for  the  recovery  of  a  refund  of  income  tax  for  the 
year  1943  paid  by  the  plaintiff  to  the  defendant 
pursuant  to  an  assessment  made  by  the  Commis- 
sioner of  Internal  Revenue  on  July  27,  1945.  The 
assessment  of  the  tax  was  made  pursuant  to  a 
Revenue  Agent's  report  and  a  proposal  of  an  as- 
sessment made  by  the  Commissioner  of  Internal 
Revenue  on  November  6,  1944. 

The  chronological  order  of  the  proceedings  in 
this  cause  is  as  follows : 

March  16,  1946:  Complaint  filed. 

May  16,  1946:  Motion  by  defendant  for  30  days 
extension  to  file  answer. 

May  20,  1946:  Order  granting  30  days  extension 
to  file  answer. 

June  14,  1946:  Motion  by  defendant  for  an  ad- 
ditional 30  days  extension  to  file  answer. 

June  17,  1946:  Order  granting  said  Motion.  [9] 

July  19,  1946:  Answer  filed  by  defendant,  con- 
sisting of  a  general  denial,  without  any  affirmative 
defense,  counter-claim  or  set-off. 

October  7,  1946:  Order  setting  pre-trial  Novem- 
ber 12,  1946. 

Octol^er  28,  1946:  Order  cancelling  pre-trial  and 
resetting  pre-trial  November  25,  1946. 
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November  25,  1946:  Order  resetting  pre-trial  to 
January  6,  1947. 

December  23,  1946:  Order  resetting  pre-trial  to 
January  2,  1947. 

January  2,  1947:  Order  striking  case  from  pre- 
trial and  trial  calendars. 

October  18,  1947:  Present  motion  for  leave  to  file 
amended  answer  and  counter-claims  and  set-off  in 
this  cause,  accompanied  by  proposed  amended  an- 
swer. 

To  provide  the  court  with  an  explanation  of  the 
relationshif)  between  the  issues  tendered  by  the 
original  pleadings  and  the  new  issues  now  sought  to 
be  raised  by  the  Amended  Answer,  counter-claims 
and  set-oft's,  I  set  forth  herein  the  following  facts: 

The  Revenue  Agent's  report  upon  which  the  de- 
ficiency in  income  taxes  was  assessed  and  paid  did 
not  assert  or  charge  the  plaintiff  (taxpayer)  or  his 
partnership  with  withholding  from  their  income 
tax  returns  any  item  of  revenue  or  gross  income 
received  or  accrued  in  the  tax  years  in  question; 
neither  did  the  report  upon  which  the  assessment 
was  made  charge  the  plaintiff  (taxpayer)  or  his 
partnership  with  including  in  their  returns  any 
unallowable  items  of  expense  or  deduction. 

The  sole  basis  for  the  assessment  set  forth  in  said 
rej)ort  was 

(a)  The  claim  that  W.  A.  Hammond  was  not 
a  partner  with  plaintiff  and  that  all  income  from 
the  business  of  Ross  B.  Hammond  Company  should 
be  charged  to  plaintiff,  and 

(b)  In   said   report,   the   agent   shifted  the   in- 
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come  and  expenses  of  the  years  1941,  1942,  1943 
and  1944  from  one  year  to  [10]  another  by  arbi- 
trarily applying  the  ^'percentage  of  completion" 
method  of  accounting  to  the  business  of  the  tax- 
payer and  his  partnership  instead  of  appljdng  the 
accrual  method  of  accounting  as  employed  by  them. 

Said  agent's  report  and  the  assessment  based 
thereon  were  not  predicated  upon  any  of  the  fac- 
tors or  issues  now  tendered  in  the  amended  answer 
as  a  basis  for  a  counter-claim  and  set-off,  but  the 
issues  now  tendered  are  entirely  new  and  involve 
solely  the  question  whether  the  compensation 
(share  of  profits)  to  be  paid  to  the  employees, 
Mason  and  Peterson,  was  properly  accrued  in  the 
years  reported  by  the  taxpayer.  No  such  contro- 
versy was  presented  by  the  Revenue  Agent's  report 
of  November  6,  1944,  or  by  the  assessment  notice 
based  thereon. 

The  right  of  the  Commissioner  of  Internal  Reve- 
nue to  assess  any  deficiency  in  tax  against  the 
plaintiff  by  reason  of  the  facts  set  forth  in  the 
counter-claim  and  set-off  expired  on  March  15, 
1944,  by  virtue  of  Section  275  of  the  Internal 
Revenue  Act,  Title  26  U.S.C.A.,  Section  275,  Sub- 
division  (a). 

No  assessment  of  such  tax  was  made  by  the  Com- 
missioner of  Internal  Revenue  on  or  before  said 
date  and  the  Commissioner  is  now  barred  from 
raising  any  question  in  respect  to  the  matters  set 
forth  in  the  counter-claim  and  set-off,  and  was  so 
barred  on  October  17,  1947,  when  the  motion  for 
leave  to  file  the  Amended  Answer,  counter-claim 
and  set-off  was  filed  herein. 
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All  of  the  matters  set  forth  in  the  said  amended 
answer,  counter-claim  and  set-off  were  well  known 
to  the  defendant,  the  Internal  Kevenue  Bureau  and 
its  agents  on  November  6,  1944,  at  the  time  said 
report  and  proposal  of  settlement  were  made.  The 
issue  now  sought  to  be  raised  arises  out  of  the  re- 
lation between  the  employees.  Mason  and  Peterson, 
and  the  plaintiff  and  the  partnership  of  which  he 
was  a  member  by  virtue  of  written  profit  sharing 
agreements  betw^een  the  parties,  and  involves  the 
question  of  the  year  in  which  their  earnings  [11] 
by  way  of  a  share  of  profits  could  properly  be  ac- 
crued for  tax  purposes  by  the  plaintiff  and  his 
partnership.  The  relationship  between  the  said  par- 
ties was  well  known  to  the  Revenue  Agent  who 
made  the  said  report;  the  contracts  were  examined 
by  him  during  the  course  of  his  investigations ;  the 
manner  in  which  their  profit  sharing  earnings  were 
carried  on  the  books  of  the  plaintiff  and  his  part- 
nership was  known  to  the  Revenue  Agent  and  ex- 
amined by  him  during  the  course  of  the  examina- 
tion resulting  in  the  said  report;  his  said  report 
of  November  6,  1944,  discusses  the  said  relation- 
ship and  the  accrual  of  the  earnings  of  the  said 
Mason  and  Peterson  and  discusses  all  facts  and  cir- 
cumstances x)ertaining  to  the  said  relationship  and 
the  manner  in  which  the  accounts  were  carried  on 
the  books  of  the  plaintiff  and  his  partnership,  and 
the  manner  in  which  they  were  treated  for  income 
tax  purposes  was  fully  investigated  and  known  to 
the  Revenue  Agent  making  said  investigation  and 
report  at  the  time  thereof. 
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Subsequent  to  the  payment  of  the  deficiency 
assessed  pursuant  to  said  report  and  the  commence- 
ment of  this  action  to  recover  the  refund,  the  ac- 
counts pertaining  to  the  matters  referred  to  in  the 
counter-claim  and  set-off  were  the  subject  of  dis- 
cussion between  counsel  for  the  respective  parties 
and  the  agents  of  the  government,  and  at  the  sug- 
gestion of  counsel  for  the  defendant,  I  submitted  a 

proposal  of  settlement  on  l^ehalf  of  the  plaintiff  in 
which  specific  mention  of  this  issue  was  made.  These 
negotiations  and  the  proposal  of  settlement  pre- 
ceded December  21,  1946. 

In  the  said  proposal  of  settlement  submitted  at 
the  request  of  counsel  of  defendant  as  aforesaid, 
dated  December  21,  1946,  I  set  forth,  among  other 
things,  the  following  as  a  basis  of  settlement: 

"2.  The  division  of  profits  to  be  made  by  the 
Ross  B.  Hammond  Company  to  H.  M.  Mason  and 
A.  V.  Peterson  to  be  accrued  in  accordance  with 
the  income  of  Ross  B.  Hammond  as  adjusted  in 
the  R.A.R.  dated  November  6,  1944."  [12] 

*     *     * 

"We  have  checked  the  adjustments  and  tax  com- 
putations made  by  Internal  Revenue  Agent  Wil- 
liams (the  agent  who  made  said  report  of  No- 
vember 6,  1944)  to  give  effect  to  the  adjustments 
necessary  to  comply  with  the  terms  of  this  off'er, 
and  have  found  them  to  be  correct  and  acceptable 
to  us  as  a  basis  for  the  settlement." 

This  is  the  same  manner  that  is  now  referred  to 
in  the  said  counter-claim  and  off-set  and  the  ad- 
justments and  tax  computations  referred  to  in  said 
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offer  of  settlement  took  into  acconnt  the  accruals 
of  the  Mason  and  Peterson  shares  of  profits. 

In  the  Revenue  Agent's  report  of  November  6, 
1944,  paragraph  10,  Schedule  3A,  he  says,  among 
other  things: 

"Under  date  of  February  3,  1942,  Ross  B.  Ham- 
mond entered  into  agreements  with  H.  M.  Mason 
and  A.  V.  Peterson,  whereby  Mason  and  Peterson 
were  to  participate  in  the  profits  of  Ross  B.  Ham- 
mond Company  in  the  ratio  of  20%  in  the  case  of 
Mason  and  15%  in  the  case  of  Peterson.  These 
agreements  were  entered  into  by  Ross  B.  Hammond 
as  an  individual." 

Throughout  the  said  report  he  referred  to  and 
discussed  the  said  contracts  with  Mason  and  Peter- 
son and  their  profit  sharing  arrangements  and  in  no 
way  challenged  the  deductibility  of  their  profit 
sharing  allowances  for  the  years  in  question. 

I  am  aware  of  no  fact  or  circumstance  which 
would  justify  the  long  delay  of  the  defendant  and 
of  the  government  agency  in  asserting  the  conten- 
tions now  advanced  by  the  said  counter-claim  and 
set-ofE. 

/s/  ROBERT   T.  JACOB. 

Subscribed  and  sworn  to  before  me  this  24  day 
of  October,  1947. 

(Seal)         /s/  J.  F.  JOHNSON, 

Notary  Public  for  Oregon. 
My  Commission  expires:  3/29/»51. 

[Endorsed] :  Filed  October  27,  1947.  [13] 
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[Title  of  District  Court  and  Cause.] 

PETITION  OF  THE  UNITED  STATES 
FOR  LEAVE  TO  INTERVENE 

The  United  States  of  America,  by  its  attorneys, 
Henry  L.  Hess,  United  States  Attorney  for  the  Dis- 
trict of  Oregon,  Victor  E.  Harr,  Assistant  United 
States  Attorney,  and  Thomas  R.  Winter,  Special 
Assistant  to  the  United  States  Attorney  for  said 
District,  respectfully  alleges  and  shows: 

I. 

That  the  petitioner  is  a  corporation  sovereign 
and  body  politic. 

II. 

That  the  intervention  herein  prayed  is  authorized 
by  the  Attorney  General  of  the  United  States  of 
America,  at  the  request  of  the  United  States  Com- 
missioner of  Internal  Revenue. 

III. 

That  the  United  States  has  an  interest  in  the 
matter  being  litigated  in  this  suit  and  is  a  neces- 
sary and  proper  party  to  the  complete  determina- 
tion thereof. 

IV. 

That  the  facts  with  respect  to  the  petitioner's 
interest  in  this  cause  are  fully  set  forth  in  the 
Amended  Answer,  Additional  Defense  and  all  Af- 
firmative Defense  and  Counter  [14]  Claim  of  tlu^ 
above-named  defendant  and  this  petitioner,  which 
have  been  heretofore  served  on  the  plaintiff  herein 
and  submitted  to  the  Court,  and  by  reference  made 
a  part  hereof. 
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V. 

That  no  application  for  relief  herein  lias  been 
made  to  any  Court  or  Judge,  except  as  stated  above . 
Wherefore,  petitioner  prays  that  an  order  W 
made  granting  it  leave  to  intervene  herein  as  addi- 
tional party  and  to  tile  its  said  amended  answer, 
additional  defense  and  alternative  defense  and 
counter-claim  and  directing  that  service  of  said 
amended  answer,  additional  defense  and  alterna- 
tive defense  and  counter  claim  may  be  made  by 
delivering  a  copy  thereof  to  the  attorneys  for  the 
I)laintiff  and  requiring  plaintiff  herein  to  answer 
said  amended  answer,  additional  defense,  and  al- 
ternative defense  and  counter-claim  if  he  be  so  ad- 
vised within  twenty  days  after  the  service  of  such 
order. 

/s/  HENRY  L.  HESS, 

United  States  Attorney, 
/s/  VICTOR  E.  HARR, 

Assistant  United  States 
Attorney, 
/s/  THOMAS  R.  WINTER, 

Special  Assistant  to  the 
United  States  Attorney. 
(Acknowledgment   of   Service.) 

[Endorsed]:  Filed  Oct.  31,  1947.   [15] 
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OBJECTION  TO  PETITION  FOR 
INTERVENTION 

Comes  now  the  plaintiff  above  named  and  objects 
to  the  petition  of  the  United  States  for  an  order 
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granting  it  leave  to  intervene  in  this  action  as  a 
party  thereto  and  for  leave  to  file  the  tendered 
amended  answer  on  the  ground  and  for  the  reason 
that: 

1.  The  petition  fails  to  disclose  that  the  United 
States  is  entitled  to  intervene  under  any  of  the  pro- 
visions of  Rule  24  of  the  Federal  Rules  of  Ci^dl 
Procedure. 

2.  There  is  no  need  for  intervention  by  the 
United  States  in  order  to  recover  the  refund  re- 
ferred to  in  the  "Alternative  Affirmative  Defense 
and  Counterclaim"  set  forth  in  the  tendered 
amended  answer.  The  court  is  authorized  and  re- 
quired to  grant  the  relief  prayed  for  in  said  alter- 
native affirmative  defense  and  counterclaim  by  the 
provisions  of  Title  26,  Section  3801,  U.S.C.A.,  if  a 
judgment  is  rendered  for  the  plaintiff  herein  for 
the  relief  prayed  for  in  the  complaint. 

Dated  November  7,  1947. 

/s/  ROBERT  T.  JACOB, 
/s/  S.  J.  BISCHOFF, 

Attorneys  for  Plaintiff. 

(Acknowledgment  of  Service.) 

[Endorsed] :     Filed  Nov.  10,  1947.  [16] 
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ORDER 
The   above-entitled   cause   having   duly   come   on         ' 
for  hearing  on  the  motion  of  the  defendant  for  an 
order  permitting  defendant  to  file  the  amended  an- 
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swer  attached  to  said  iiiution  and  to  make  the 
United  States  a  party  hereto,  and  upon  the  petition 
of  the  United  States  for  leave  to  intervene  as  an 
additional  party  to  this  suit  and  to  file  its  amended 
answer,  additional  defense  and  alternative  defense 
and  counterclaim  attached  to  the  aforesaid  motion 
for  leave  to  amend,  the  defendant  and  the  United 
States  appeared  herein  by  Thomas  R.  Winter,  Spc^- 
cial  Assistant  to  the  United  States  Attorney  in  suj)- 
port  of  said  motion  and  petition,  the  plaintiff  ap- 
peared herein  by  Robert  T.  Jacob  and  S.  J.  Bischoff 
in  opposition  thereto,  the  court  having-  heard  the 
arguments  and  considered  the  affidavits  and  peti- 
tions filed  herein  by  the  respective  parties,  it  is 

Ordered  that  the  objections  filed  by  the  plaintiff 
to  the  said  motions  and  petition  be  and  the  same 
hereby  are  sustained  and  the  said  motions  and  pe- 
titions are  hereby  denied. 

Dated  November  14th,  1947. 

/s/  CLAUDE  McCOLLOCH, 
Judge. 

[Endorsed] :     Filed  Nov.  14,  1947.   [17] 
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FINDINGS  OF  FACT  AND  CONCLUSIONS 

OF  LAW 
This  cause  duly  came  on  for  trial  on  January  12th 
to  Januar}^  16th,  1948.  The  plaintiff  appeared 
herein  in  person  and  by  Robert  T.  Jacob  and  S.  J. 
Bischoff,  his  attorneys,  the  defendant  appeared 
herein  by  Thomas  R.  Winter,  Special  Assistant  to 
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the  United  States  Attorney.  Evidence  was  intro- 
duced by  the  parties  hereto  and  the  cause  was  there- 
upon taken  under  ad^dsement. 

The  court  now  makes  and  files  herein  the  follow- 
ing 

FINDINGS  OF  FACT 

1. 

That  at  all  the  times  herein  set  forth  the  plain- 
tiff was  an  individual  taxpayer  and  resident  and 
domiciled  in  the  State  of  Oregon  and  was  during  all 
of  the  times  herein  mentioned  engaged  in  the  gen- 
eral contracting  business. 

2. 

That  at  all  the  times  herein  mentioned,  defend- 
ant, J.  W.  Maloney,  was  the  United  States  Collec- 
tor of  Internal  Revenue  for  the  District  of  Oregon. 

3. 

Jurisdiction  of  the  above-entitled  cause  is  based 
on  the  provisions  of  Section  24  of  the  Judicial 
Court  (28  U.S.C.A.),  Section  41,  Subdivision  5,  and 
the  provisions  of  Sections  22,  23,  322  and  3772  of 
the  Internal  Revenue  Code  of  the  United  States. 

4. 

The  amount  in  controversy  exceeds  the  sum  of 
$3,000.00. 

5. 

On  July  27,  1945,  the  Commissioner  of  Internal 
Revenue  of  the  United  States  assessed  against  plain- 
tiff a  deficiency  in  income  and  surtaxes  for  the  tax- 
able year  1943  in  the  sum  of  $145,537.77,  together 
with  interest  thereon  in  the  sum  of  $11,609.13,  being 
a  total  of  $157,146.90. 
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6. 
Plaintiff  paid  the  said  sum  as  follows :  $150,592.88 
was  paid  in  cash  on  August  17,  1945,  and  $6,554.03 
was  paid  by  credit  allowed  for  refund  on  account  of 
over  assessment  for  the  year  1941. 

7. 

That  the  aforesaid  deficiency  in  income  and  sur- 
tax and  the  collection  thereof  by  defendant  was 
illegal. 

8. 

That  on  August  22,  1945,  plaintiff  filed  with  the 
Commissioner  of  Internal  Revenue  a  claim  for  re- 
fund of  the  said  taxes  and  interest  illegally  collected 
and  retained;  that  said  claim  was  in  all  respects  in 
due  and  proper  form  and  at  the  time  of  the  com- 
mencement of  this  action  more  than  six  months  had 
expired  since  the  filing  of  said  claim  for  refund  and 
the  Commissioner  of  Internal  Revenue  had  neither 
allowed  or  rejected  the  said  claim  prior  to  the  com- 
mencement of  this  action. 

9. 

That  the  determination  of  the  aforesaid  deficiency 
in  income  and  surtaxes  by  the  Commissioner  of  In- 
ternal Revenue  was  based  upon  the  report  of  the 
Revenue  Agent,  W.  G.  Williams,  dated  November  6, 
1944  (Plaintiff's  Exhibit  20)  and  the  reasons  set 
forth  therein ;  that  the  deficiency  assessment  was  due 
in  part  to  the  refusal  of  the  Commissioner  to  recog- 
nize the  existence  of  a  partnership  between  the 
plaintiff  above  named  and  William  A.  Hammond 
during  the  tax  years  1942  and  1943  and  in  part  to 
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the  rejection  by  the  Commissioner  of  [19]  the  part- 
nership's method  of  accounting  of  the  income  from 
the  partnership  business  and  reporting  the  income 
in  the  income  tax  returns  for  said  years.  More  spe- 
cifically the  Commissioner  rejected  the  accrual 
method  of  accounting  maintained  by  the  partner- 

another 
shij)  and  the  plaintiff  and  substituted  a  hybrid- [C, 

iMcC]  inothod  of  accounting  based  in  part  upon  the 

accrual  method,  in  part  on  the  percentage  of  profit 

method  and  in  part  upon  completed  contract  basis. 

10. 
The  plaintiff  and  William  A.  Hammond  are  re- 
spectively father  and  son.  William  A.  Hammond 
is  the  only  son  of  plaintiff  and  his  wife.  Plain- 
tiff was  engaged  in  the  contracting  business  all  his 
life  and  had  become  a  very  successful  and  promi- 
nent contractor.  William  A.  Hammond  was  24  years 
of  age  and  married  when  the  partnership  was 
formed.  The  education  of  his  son  William  was 
channeled  from  the  earliest  childhood  to  prepare 
him  to  engage  in  the  contracting  business.  It  was 
William's  own  choice  as  well.  To  that  end  father 
and  son  worked  together  at  all  times.  While  a 
young  man  and  going  to  grammar  and  high  school 
the  son  spent  all  of  his  spare  time  with  his  father 
on  the  various  construction  jobs  that  were  being 
carried  on,  receiving  training  in  that  work.  Upon 
graduation  from  high  school,  the  son  went  to  a  uni- 
versity and  was  graduated  as  a  civil  engineer.  He 
immediately  went  to  work  for  his  father  perform- 
ing work  which  required  skill,  intelligence  and 
knowledge.  On  February  3,  1942,  plaintiff  and  Wil- 
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Ham  A.  Hammond  eiitered  into  a  ^Yritten  partner- 
ship agreement  by  the  terms  of  which  the  partner- 
ship was  to  continue  during  their  joint  lives.  The 
interest  of  the  plainti:ff  was  to  be  75  per  cent  and 
of  AVilliam  A.  Hammond  25  per  cent.  They  were 
to  share  in  the  profits  and  losses  upon  that  basis. 
It  was  provided  that  each  of  the  partners  shall 
have  an  equal  voice  in  the  control  of  the  business 
and  operation  of  the  partners,  that  accurate  books 
of  account  should  be  kept,  that  upon  dissolution 
of  the  partnership  or  death  of  either  of  the  part- 
ners, the  business  [  20]  should  be  wound  up,  the 
debts  paid  and  the  surplus  divided  according  to 
their  aforesaid  interests  in  the  partnership.  They 
agreed  that  plaintiff  should  not  withdraw  from  the 
partnership  any  more  than  $22,500.00  a  year  and 
William  A.  Hammond  $7,500.00  a  year  and  that  the 
excess  earnings  should  l^e  permitted  to  remain  and 
be  used  as  working  capital  of  the  company. 

11. 

This  partnership  agreement  was  entered  into  at 
that  time  because  William  A.  Hammond  intended 
to  go  to  Brazil  and  engage  in  the  contracting  busi- 
ness there.  Plaintiff  and  his  wife  were  eager  for 
their  son  to  remain  in  Portland  and  to  engage  in 
the  contracting  business  mth  the  plaintiff.  Plain- 
tiff persuaded  William  A.  Hammond  to  refrain 
from  going  to  Brazil  by  taking  him  into  the  part- 
nership mth  him  at  that  time. 

12. 

After  the  written  partnership  agreement  was  en- 
tered into  and  executed  on  February  3,  1942,  the 
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son  was  made  General  Manager  of  the  partnership 
business,  suitable  offices  were  set  up  for  him  in  the 
offices  of  the  Company,  his  activities  were  greatly 
increased,  he  acted  as  chief  engineer  for  large  proj- 
ects with  a  large  staff  of  engineers  under  him.  He 
personally  negotiated  the  contracts  for  large  con- 
struction jobs,  supervised  the  work  of  making  bids 
on  the  contracts  and  did  a  great  deal  of  work  that 
required  great  responsibility  as  well  as  knowledge, 
experience  and  ability  and  in  every  respect  per- 
formed functions  normally  performed  by  the  part- 
ner in  the  management,  operation  and  control  of 
the  business.  The  court  finds  that  the  partnership 
agreement  was  actually  entered  into,  that  it  was 
made  in  good  faith,  that  it  was  actually  carried 
out  thereafter  in  good  faith  and  that  the  said 
William  A.  Hammond  contributed  substantially  to 
the  control  and  management  of  the  business  and 
performed  vital  additional  services  which  contrib- 
uted substantially  to  the  production  of  the  income 
of  the  business  during  all  of  the  [21]  tax  years  in 
question. 

13. 
At  the  time  that  the  partnership  was  entered 
into  between  plaintiff  and  his  son,  as  aforesaid,  it 
was  determined  by  them  to  keep  the  said  partner- 
ship agreement  secret  between  them  for  the  time  be- 
ing because  two  of  the  key  employees  of  the  plain- 
tiff who  were  essential  to  the  successful  operation 
of  the  business  were  insisting  ui)on  being  given  a 
partnership  interest  in  the  business.  Plaintiff  was 
unwilling  to  take  them  into  partnership  with  him 
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and  it  was  feared  that  if  the  formation  of  the  part- 
nership between  plaintiff  and  his  son  were  dis- 
closed that  these  two  men  would  terminate  their 
employment,  creating  very  serious  impairment  to 
the  business.  Because  of  the  agreement  to  main- 
tain secrecy,  it  was  necessary  for  the  plaintiff  to 
continue  to  take  all  contracts  in  his  own  name  and 
ostensibly  carry  on  the  business  in  his  name.  The 
court  finds  that  the  secrecy  was  maintained  for  a 
valid  business  reason  and  not  for  any  fraudulent 
or  unlawful  purpose  and  as  soon  as  the  need  for  se- 
crecy disappeared  the  existence  of  the  partnership 
was  made  public. 

14. 
Prior  to  the  tax  year  1938  plaintiff  conducted  his 
contracting  business  in  the  name  of  a  corporation. 
The  corporation  kept  its  books  and  reported  its  in- 
come on  a  percentage  of  completion  basis  hut  plain- 
tiff individually  kept  his  records  and  reported  his 
personal  income  on  the  cash  basis.  The  corporation 
was  dissolved  as  of  the  end  of  the  year  1938  and 
thereafter  and  until  the  formation  of  the  said  part- 
nership the  plaintiff  conducted  the  contracting  bus- 
iness in  his  own  name.  At  the  time  of  the  dissolu- 
tion of  the  corporation,  the  corporation  had  been 
engaged  in  the  construction  of  the  State  Capitol 
Building  for  the  State  of  Oregon  at  Salem,  Oregon. 
Upon  dissohition  of  the  corporation,  plaintiff  in- 
dividually completed  the  construction  of  that  pro- 
ject. In  1937  the  corporation  reported  the  income 
from  that  project  on  the  percentage  of  completion 
basis.   In   1938,   plaintiff   applied  to   the   Commis- 
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sioiiei-  of  Internal  Revenue  for  permission  [22]  to 
ad(>])t  individually  the  accrual  method  of  account- 
ing except  as  to  the  income  to  be  reported  from  the 
completion  of  State  Capitol  building  project.  He 
excepted  that  project  from  the  accrual  method  and 
requested  permission  to  report  the  remainder  of 
that  project  on  the  percentage  of  completion  method 
in  order  that  the  method  of  accounting  as  to  that 
])articular  project  should  be  consistent. 

15. 

In  1938  the  Commissioner  of  Internal  Revenue 
granted  to  the  plaintiff  permission  to  maintain  his 
accounts  and  to  report  his  income  on  the  accrual 
method  except  as  to  the  remainder  of  the  State 
Capitol  project  and  the  court  finds  that  plaintiff  did 
in  and  after  1938  maintain  his  accounts  and  re- 
ported his  income  to  the  Commissioner  of  Internal 
Revenue  upon  the  accrual  method  except  that  in 
1938  he  reported  the  balance  of  the  State  Capitol 
project  on  the  completion  method  of  accounting. 

16. 

That  during  all  of  the  time  since  1938  to  and 
including  the  tax  years  in  question  the  plaintiff 
and  the  said  partnership  uniformly  adopted  and 
maintained  the  accrual  method  of  accounting  and 
reported  their  income  to  the  Commissioner  of  In- 
ternal Revenue  upon  that  method  of  accounting; 
that  no  change  was  made  by  them  in  the  method  of 
accounting  and  reporting  income  during  all  of  said 
time.   . 
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17. 

The  court  finds  that  the  accounts  were  honestly, 
straightforwardly,  frankly  and  fairly  kept  and 
maintained  during  all  of  the  tax  years  in  question, 
the  accounts  clearly  reflected  the  income  of  the 
partnership  and  of  the  plaintiff  and  that  the  method 
of  accounting  was  not  maintained  or  carried  on 
with  any  purpose  of  evading  or  minimizing  plain- 
tiff's tax  liability.  [23] 

18. 

The  court  finds  that  during  the  tax  years  in 
question,  plaintiff  and  the  said  partnership  accrued 
on  their  books  all  income  which  they  had  the  right 
to  receive  and  accrued  as  deductions  all  liabilities 
incui'red  for  expense  in  the  operation  of  the  busi- 
ness and  that  all  accruals  of  income  and  of  deduc- 
tions were  properly  entered  upon  the  books  of  the 
partnership  and  were  properly  reflected  in 
the  income  tax  reports  in  the  tax  years  in 
(juestion,  that  the  Commissioner  of  Internal 
Revenue  had  no  basis  in  fact  or  in  law  for  the  re- 
jection of  plaintiff's  method  of  accounting  and  re- 
porting the  income  for  the  tax  years  in  question 
and  the  substitution  of  another  method  and  that 
the  method  of  accounting  employed  by  the  Commis- 
sioner of  Internal  Revenue  was  in  ^xvy  ovom^  [C. 
MeC]  an  improper  method  of  accounting  since  it 
was  partly  accrual  and  partly  transactional  being 
based  in  ])art  upon  the  accrual  basis  adopted  by 
plaintiff  and  in  part  upon  the  percentage  of  profit 
basis  and  in  part  upon  the  completion  of  contract 
basis. 
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19. 

On  February  3,  1942,  plaintiff  entered  into  a 
profit  sharing  agreement  with  an  employee,  Henry 
M.  Mason,  in  words  and  figures  as  follows: 

"AGREEMENT  OF  EMPLOYMENT 

This  Agreement,  made  and  entered  into  on  this 
3rd  day  of  February,  1942,  by  and  between  Ross 
B.  Hammond,  sole  proprietor,  doing  business  as 
Ross  B.  Hammond  Co.,  hereinafter  called  "First 
Party,"  and  Henry  M.  Mason,  hereinafter  called 
*' Second  Party." 

Witnesseth : 

Whereas  the  Second  Party  has  been  in  the  em- 
ploy of  the  First  Party  almost  continuously  for 
a  period  of  thirteen  years,  and  the  First  Party 
recognizing  the  value  of  the  services,  ability,  and 
trustworthiness  of  the  Second  Party,  and  the  First 
Party  wishing  to  permit  the  Second  Party  to  par- 
ticipate in  the  profits  of  the  First  Party's  contract- 
ing business;  and 

AVhereas,  the  Second  Party  has  been  acting  as 
General  Superintendent  and  General  Manager  of 
the  construction  business  of  the  First  Party,  with 
full  "power  of  attorney  to  sign  all  documents,  and 
subject  [24]  only  to  direction  of  the  First  Party; 
and 

Whereas,  the  Second  Party  has  been  acting  as 
General  Superintendent  and  General  Manager  of 
the  construction  business  of  the  First  Party,  with 
full  power  of  attorney  to  sign  all  documents,  and 
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subject  only  to  direction  of  the  Firt  Party;  and 

Whereas  the  First  Party  wishing  to  have  the 
Second  Party  assume  a  greater  responsibility  in 
connection  with  the  management  of  the  general  con- 
tracting activities  of  the  First  Party; 

Now,  Therefore,  the  Parties  hereto,  agree  as  fol- 
lows: 

1.  Compensation  of  Second  Party  and  Method 
of  Payment:  The  First  Party  hereby  agrees  that 
he  will  pay  for  the  serA'ices  of  the  Second  Party 
by  permitting  him  to  participate  in  the  net  prof- 
its of  the  operation  of  the  First  Party's  construc- 
tion business  upon  the  basis  of  twenty  (20)  j^er  cent 
of  the  profits  earned  each  calendar  year,  after  all 
operating,  financing,  administrative,  and  other  like 
expenses  have  been  deducted,  but  before  deduction 
of  State  and  Federal  Income  Taxes. 

It  is  specifically  understood  and  recognized  be- 
tween the  parties  that  the  operations  of  this  busi- 
ness require  the  use  of  large  sums  of  money  to  be 
available  for  financing  the  operation  of  the  con- 
struction and  contracting  business,  and,  therefore, 
to  insure  the  continued  success  of  the  business  and 
to  provide  ample  working  capital,  it  is  here])y 
agreed  that  the  earnings  of  the  Second  Party  shall 
be  paid  to  him  on  a  basis  of  a  drawing  account  of 
Five  Hundred  ($500.00)  Dollars  per  month,  but  the 
Second  Party  will  not  be  permitted  to  withdraw 
in  excess  of  Ten  Thousand  Dollars  ($10,000.00) 
per  year.  Any  funds  amounting  to  more  than  $10,- 
000.00  per  year  shall  be  permitted  to  remain  in  the 
company,  to  be  used  for  working  capital  for  use  in 
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that  shall  be  permitted  to  remain  under  the  con- 
the  contracting-  and  construction  business  of  the 
First  Party.  These  funds  in  excess  of  $10,000.00 
trol  of  the  First  Party  for  financing  and  working 
capital  of  the  construction  Imsiness  of  the  First 
Party  shall  bear  no  interest. 

2.  Cancellation:  This  agreement  may  be  can- 
celled by  either  party  giving  the  other  party  90 
days'  written  notice,  and/or  the  same  may  be 
changed  or  modified  at  any  time  by  mutual  consent 
of  the  parties  hereto.  It  is  further  understood  and 
agreed  that  said  contract  wall  be  automatically  can- 
celled if  the  said  Second  Party  should  leave  the 
employ  of  the  First  Party  of  his  own  accord. 

The  Second  Party  further  expressly  agrees  that 
should  he  sever  his  connection  with  First  Party 
and  desire  to  withdraw  the  earnings  accumulated 
to  his  account,  he  will  give  one  year's  written  no- 
tice thereof  to  the  First  Party,  and  the  First  Party 
will  not  be  obligated  to  pay  such  funds  to  the  Sec- 
ond Party  until  one  year  after  receipt  of  said  writ- 
ten notice  [25]  from  the  Second  Party. 

Should  Second  Party  elect  to  cancel  this  agree- 
ment or  A^oluntarily  leave  the  service  of  the  First 
Party,  then,  and  in  either  event.  Second  Party  shall 
not  receive  any  percentage  of  any  profit  earned  by 
the  First  Party  upon  any  work  done  or  any  con- 
tracts entered  into  during  such  calendar  year,  and 
the  payment  to  the  said  Second  Party  of  an  amount 
equal  to  $500.00  per  month  for  the  time  employed 
during  such  current  calendar  year  shall  constitute 
full  and  complete  payment  for  all  services  and/or 
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the  use  of  the  funds  of  the  said  Second  Party  for 
said  current  calendar  year. 

Should  the  First  Party  desire  to  cancel  this 
agreement,  he  shall  notify  the  Second  Party  in 
writing  ninety  (90)  days  prior  to  the  date  of  such 
cancellation  and  the  compensation  due  the  Second 
Party  shall  be  upon  the  basis  of  twenty  (20)  per 
cent  of  the  net  profits,  as  described  in  paragraph  1 
hereof,  as  shown  by  the  })ooks  of  the  First  Party, 
from  January  1st  of  that  year  to  the  date  of  writ- 
ten notice  of  cancellation,  plus  |1,500.00  to  cover 
compensation  for  the  90  days  employment  service 
from  the  date  of  the  written  notice. 

3.  Drawing  Account:  Should  the  drawing  ac- 
count of  $500.00  per  month,  or  $6,000.00  per  year, 
as  defined  in  Paragraph  1  alDove,  exceed  in  any  cal- 
endar year  the  percentage  of  profits  to  which  the 
Second  Party  is  entitled  under  this  agreement,  this 
difference  between  the  amount  of  money  to  which 
the  Second  Party  is  entitled  for  his  services  on  the 
basis  of  this  agreement,  as  outlined  in  Paragraph  1, 
shall  be  charged  against  any  moneys  which  have 
accrued  to  the  account  of  the  Second  Party,  and 
the  amount  of  money  owing  the  Second  Party  by 
the  First  Party  shall  be  reduced  by  this  amount. 

4.  Nature  of  Agreement:  It  is  expressly  under- 
stood and  agreed  by  and  between  the  parties  hereto 
that  this  agreement  is  a  contract  of  employment  and 
that  the  Second  Party  does  not  hereby  acquire  a 
proprietary  interest  in  the  business  of  the  First 
Party,  but  the  amounts  paid  to  Second  Party  shall 
represent  compensation  for  services  rendered. 
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In  Witness  Whereof,  the  parties  hereto  have  af- 
fixed their  names  and  seals  to  the  within  agreement 
on  the  day  and  date  first  above  given. 

ROSS  B.  HAMMOND  CO. 

By  /s/  R.  B.  HAMMOND, 
First  Party. 

/s/  H.  M.  MASON, 

Second  Party. 
Subscribed  and  sworn  to  before  me,  the  under- 
signed, a  Notary  Public,  on  this  3rd  day  of  Feb- 
ruary, 1942. 

/s/  ROSALIE  NOVAK, 

Notary  Public  for  Oregon. 
My  Commission  expires  10/21/42."  [26] 

20. 
On  the  same  date  plaintiff  entered  into  a  profit 
sharing  agreement  with  an  employee,  A.  V.  Peter- 
son, which  is  the  same  as  the  foregoing  contract  ex- 
cept that  the  share  of  the  profits  was  to  ])e  15  per 
cent  and  the  monthly  withdrawal  was  limited  to 
$400.00  per  month  with  a  maximum  annual  with- 
drawal of  $7,500.00  per  year. 

21. 
During  the  tax  year  1942,  the  share  of  the  profits 
earned  by  the  said  Mason  and  Peterson  computed 
in  accordance  with  the  terms  of  the  said  contracts 
was  the  sum  of  $86,635.88  and  for  the  tax  year 
1943  the  share  of  the  profits  earned  hj  the  said 
Mason  and  Peterson  computed  in  accordance  with 
the  said  contracts  was  the  sum  of  $77,366.37.   That 
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the  share  of  the  profits  of  the  said  Mason  and  Pe- 
terson for  said  tax  years  was  computed  upon  the 
same  basis  as  the  plaintiff's  profits  were  computed 
in  accordance  with  the  method  of  accounting  em- 
ployed by  plaintiff  and  in  accordance  with  the  in- 
come reported  by  the  plaintiff  to  the  Commissioner 
of  Internal  Revenue.  That  the  share  of  the  profits 
earned  by  the  said  Mason  and  Peterson  in  said 
years  was  credited  to  their  accounts  in  the  said  tax 
years  and  accrued  on  the  iDooks  of  the  company  and 
said  profits  were  charged  against  the  contracts  upon 
which  the  said  Mason  and  Peterson  performed  their 
services  in  order  to  determine  the  profit  or  loss  from 
said  contracts  in  the  said  tax  years. 

22. 

The  court  finds  that  the  said  contracts  were  ac- 
tually entered  into  on  said  dates,  that  they  were 
made  in  good  faith,  that  the  said  employees  earned 
in  said  years  the  amount  of  the  profits  credited  to 
them  and  accrued  on  the  books  in  said  years,  that 
the  profits  so  accrued  to  them  were  proper  deduc- 
tions in  the  said  tax  years  as  expense  in  reporting 
plaintiff's  income  for  the  tax  years  1942-1943;  that 
said  profits  were  subsequently  paid  to  them  in  cash, 
and  that  there  is  no  basis  in  fact  or  in  law  for  the 
disallowance  of  those  two  items  as  deductions  in  the 
said  two  tax  years.  [27] 

23. 
The  court  finds  that  when  the  Revenue  Agent 
made  the  examination  of  plaintiff's  books  in  Au- 
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gust,  1944,  resulting  in  his  report  dated  Novem- 
ber 6,  1944  (Plaintiff's  Exhibit  20),  the  Revenue 
Agent  examined  the  said  contracts  and  had  knowl- 
edge of  all  of  the  facts  pertaining  to  the  deduction 
of  the  share  of  the  profits  accrued  to  them  in  the 
said  two  tax  years  in  question,  that  he  examined 
into  the  propriety  of  the  said  deductions  and  that 
the  said  Revenue  Agent  in  said  re])ort  did  not  dis- 
allow or  reject  the  said  deductions  by  reason  of 
the  accrual  of  the  Mason  and  Peterson  share  of  the 
profits  as  deductions  and  the  Commissioner  of  In- 
ternal Revenue  did  not  determine  and  assess  any 
deficiency  in  income  tax  by  reason  of  said  transac- 
tions. 

24. 

This  action  for  refund  was  commenced  on  March 
16,  1946.  On  July  19,  1946,  defendant  interposed 
its  answer  herein  consisting  of  a  general  denial  but 
did  not  set  up  any  counterclaim,  set-oif  or  defense 
predicated  upon  the  claim  that  Mason's  and  Peter- 
son's share  of  the  profits  accrued  in  1942  and  1943 
were  improperly  taken  as  deductions.  On  October 
18,  1947,  defendant  filed  a  motion  herein  for  leave 
to  file  an  amended  answer  in  which  for  the  first 
time  it  was  claimed  that  the  said  items  should  not 
be  allowed  as  a  deduction  in  those  tax  years  and 
that  the  income  tax  of  the  plaintiif  should  be  re- 
computed by  increasing  its  income  by  said  amounts. 
Plaintiff  objected  to  the  allowance  of  the  >>^' '^' --  '-^^ 
the  ground  that  the  defendant  failed  to  make  any 
showing   why   the   matters   tendered   by   said   pro- 
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posed  amended  answer  were  not  presented  at  an 
earlier  date;  that  there  was  no  showing  of  due  dil- 
igence; that  the  said  amendment  introduced  a  new 
cause  of  action  by  the  defendant  against  the  plain- 
tiff; and  that  the  set-off  denominated  "Additional 
Defense"  was  barred  by  the  statute  of  limitations 
contained  in  the  Internal  Revenue  Code.  After  ex- 
tensive hearing  upon  said  motion  and  objections, 
an  order  was  entered  herein  on  November  14,  1947, 
overruling  defendant's  motion  for  leave  to  interpose 
said  set-off.  This  order  [28]  was  made  on  all  of 
the  grounds  stated  in  the  said  objections.  Upon 
the  trial  of  the  action,  the  court  permitted  evidence 
to  be  introduced  upon  said  issue  subject  to  plain- 
tiff's objection  and  has  reconsidered  all  of  the  ob- 
jections heretofore  made  in  the  light  of  the  evidence 
introduced  upon  the  trial  and  the  court  now  finds 
that  all  of  the  said  objections  were  well  taken  and 
also  finds  that  upon  the  merits  the  share  of  the 
l^rofits  credited  on  the  books  of  the  plaintiff  and 
the  partnership  to  the  said  Mason  and  Peterson  and 
accrued  as  expense  and  deductions  were  in  any 
event  properly  entered  and  taken. 

25. 

The  court  finds  that  the  deficiency  in  income  tax 
assessed  by  the  Commissioner  of  Internal  Revenue 
as  aforesaid  and  collected  by  the  defendant  as  afore- 
said were  illegal  and  that  plaintiff  is  entitled  to 
recover  the  said  payments  with  interest  thereon  at 
the  rate  of  six  per  cent  per  annum  from  the  date 
that  the  collector  received  payment  thereof. 
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26. 

In  determining  the  deficiency  in  income  tax  and 
surtaxes  for  the  year  1943  which  resulted  in  the 
aforesaid  unlawful  assessment  and  collection,   the 
Commissioner  of  Internal  Revenue  determined  that 
a  part  of  the  income  reported  by  plaintiff  for  the 
tax   year   1941   was   erroneously   included   in   that 
year  and  that  said  portion  should  have  been  in- 
cluded in  the  subsequent  tax  years  of  1942  and  1943 
and  by  reason  thereof  the  Commissioner  of  Inter- 
nal Revenue  determined  that  taxpayer  was  entitled 
to  a  refund  of  a  portion  of  the  income  tax  paid  in 
1941  to  the  extent  of  $6,554.03.   When  the  defend- 
ant collected  the  aforesaid  unlawful  assesment  of 
the  sum  of  $157,146.90,  he  allowed  a  credit  to  the 
plaintiff    on    account    thereof    to    the    extent    of 
$6,554.03  which  should  have  been  paid  to  the  plain- 
tiff as  a  refund  under  the  Commissioner's  deter- 
mination and  accepted  in  addition  to  said  credit 
the  aforesaid  sum  of  [29]  $150,592.88  in  payment 
of  the  aforesaid  unlawful  assessment.    Subsequent 
to   the   commencement   of  this   action,   the   United 
States   of   America   commenced   an   action   in   this 
court  against  Ross  B.  Hammond,  the  plaintiff  above 
named,  Civil  Action  No.  3964,  for  the  recovery  of 
the  aforesaid  sum  of  $6,554.03  in  the  event  that  this 
court  determines  in  this  action  that  plaintiff  is  en- 
titled to  recover  the  full  sum  of  $157,146.90.   Upon 
the  trial  of  the  action,  it  was  stipulated  in  effect 
that   instead   of   trying   the   aforesaid   action.   No. 
3964,  adjustment  shall  be  made  with  respect  to  the 
said  credit  of  $6,554.03  in  accordance  with  the  ulti- 
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mate  determination  of  the  court  in  this  action. 
Since  plaintiff  only  paid  the  sum  of  $150,592.88 
and  received  credit  for  the  said  sum  of  $6,554.03, 
plaintiff  is  entitled  to  recover  herein  the  sum  of 
$150,592.88  with  interest  thereon  at  the  rate  of  six 
per  cent  per  annum  from  the  aforesaid  date  of  pay- 
ment and  is  entitled  to  the  entry  of  a  judgment  dis- 
missing the  aforesaid  action  No.  3964  with  preju- 
dice. 

Upon  the  foregoing  findings  of  fact,  the  court 
makes  and  files  herein  the  following 

CONCLUSIONS  OF  LAW 

1.  That  plaintiff  has  sustained  the  allegations 
of  the  complaint  by  a  preponderance  of  the  evi- 
dence. 

2.  That  the  deficiency  in  income  tax  and  sur- 
taxes assessed  against  and  collected  from  the  plain- 
tiff were  unlawful,  arbitrary  [C.  McC]  and  without 
just  cause. 

3.  That  plaintiff  and  the  partnership  of  which 
he  was  a  member  had  the  right  to  maintain  their 
accounts  on  the  accrual  method  of  accounting  and  to 
report  their  income  on  said  basis  during  the  tax 
years  in  question. 

4.  That  the  books  of  account  of  the  plaintiff, 
during  the  tax  years  in  question,  were  maintained 
on  a  true  and  accurate  accrual  basis  and  that  his 
income  tax  reports  were  made  on  a  true  and  cor- 
rect accrual  basis  in  accordance  ^A^ith  the  said  ac- 
counting   [30]   method. 
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5.  That  the  Commissioner  of  Internal  Revenue 
had  no  authority  under  the  facts  in  this  case  to  re- 
ject plaintiff's  method  of  accounting  and  to  substi- 
tute another  method. 

6.  That  plaintiff's  method  of  accounting  and 
reporting  income  clearly  reflected  the  income  dur- 
ing the  tax  years  in  question. 

7.  That  the  method  of  accounting  employed  by 
the  Commissioner  of  Internal  Revenue  was  not 
authorized  or  warranted  by  any  provision  of  the 
Internal  Revenue  Code  or  Regulations. 

8.  That  the  partnership  agreement  entered  into 
between  plaintiff  and  William  A.  Hammond  was 
entered  into  and  carried  out  in  good  faith,  the  busi- 
ness of  the  said  partnership  was  carried  on  by  them 
as  co-partners  during  the  tax  years  in  question  and 
the  Commissioner  of  Internal  Revenue  was  not 
justified  in  rejecting  the  said  partnership  in  com- 
puting plaintiff's  income  tax  liability  for  the  tax 
years  in  question. 

9.  The  defendant  is  not  entitled  to  set-off  against 
plaintiff's  claim  for  refund  any  claim  for  addi- 
tional tax  arising  out  of  the  accrual  of  the  Mason 
and  Peterson  share  of  the  profits  in  the  tax  years 
in  question  because  (a)  the  said  set-off  was  not  in- 
terposed timely  and  no  showing  of  diligence  for  the 
failure  to  do  so  was  made  to  the  court,  (b)  the  right 
of  the  Commissioner  of  Internal  Revenue  to  assess 
additional  tax  by  reason  of  said  transactions  was 
barred  liy  the  statute  of  limitations  at  the  time  de- 
fendant attempted  to  interpose  the  set-off"  (the  Com- 
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missioner  of  Internal  Revenue  did  not  at  any  time 
make  any  determination  or  assessment  of  any  defi- 
ciency in  income  tax  b}'  reason  of  said  transac- 
tions), and  (c)  upon  the  merits  the  Commissioner  of 
Internal  Revenue  could  not  have  lawfully  assessed 
any  deficiency  in  income  tax  ])y  reason  thereof. 

10.  Plaintitf  is  entitled  to  recover  from  the  de- 
fendant the  taxes  unlawfully  collected  from  the 
plaintiff  as  set  forth  in  the  findings  of  fact.   [31] 

11.  The  court  directs  that  judgment  l)e  entered 
in  favor  of  the  plaintiff  and  against  the  defendant 
for  the  sum  of  $150,592.88  with  interest  thereon 
at  the  rate  of  six  per  cent  per  annum  from  Au- 
gust 17,  1945,  together  with  his  costs  and  disburse- 
ments incurred  herein  and  for  the  entry  of  a  judg- 
ment in  the  action  No.  3964  dismissing  said  action 
with  prejudice.  The  foregoing  shall  be  an  opin- 
ion within  28  U.S.C.A.  Sec.  764. 

Dated:     April  21st,  1948. 

/s/  CLAUDE  McCOLLOCH, 
Judge. 

Service  of  the  within  Findings  of  Fact  and  Con- 
clusions of  Law  by  receipt  of  a  duly  certified  copy 
thereof,  as  required  by  law  is  hereby  accepted  in 
Multnomah  County,  Oregon,  on  this  21st  day  of 
April,  1948. 

/s/  VICTOR  E.  HARR, 

Attorney  for  Defendant. 

[Endorsed] :     Filed  April  21,  1948.  [32] 
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In  the  District  Court  of  the  United  States 
for  the  District  of  Oregon 

Civil  No.  3078 

ROSS  B.  HAMMOND, 

Plaintiff, 

vs. 

J.  W.  MALONEY,  United  States  Collector  of  In- 
ternal Revenue  for  the  District  of  Oregon, 

Defendant. 

JUDGMENT 

This  cause  having  duly  come  on  for  trial  on 
January  12th  to  January  16th,  1948,  the  plaintiff 
appeared  herein  in  person  and  by  Robert  T.  Jacob 
and  S.  J.  Bischoff,  his  attorneys,  the  defendant  ap- 
peared herein,  by  Thomas  R.  Winter,  Special  As- 
sistant to  the  United  States  Attorney,  Findings  of 
Fact  and  Conclusions  of  Law  have  been  made,  filed 
and  entered  herein,  now  on  motion  of  S.  J.  Bischoff, 
attorney  for  the  plaintiff,  it  is 

Considered,  Ordered  and  Adjudged  that  the 
plaintiff,  Ross  B.  Hammond,  do  have  judgment  for 
and  recover  of  and  from  the  defendant,  J.  W.  Ma- 
loney.  United  States  Collector  of  Internal  Revenue 
for  the  District  of  Oregon,  the  sum  of  $150,592.88, 
with  interest  thereon  at  the  rate  of  six  per  cent  per 
annum  from  August  17,  1945,  making  a  total  of 
$174,788.14,  together  with  the  costs  and  disburse- 
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ments   incurred   by    tlie   plaintiff    in   the    sum    of 
$353.89  as  taxed  by  the  Clerk  of  this  Court. 
Dated  April  21st,  1948. 

CLAUDE  McCOLLOCH, 
Judge. 

Entered  in  docket  April  21,  1948. 
[Endorsed]  :     Filed  April  21,  1948.  [33] 


[Title  of  District  Court  and  Cause.] 

NOTICE  OF  APPEAL 
To:  Ross  B.  Hanunond,  plaintiff  above-named,  and 
Messrs.  Robert  T.  Jacob  and  S.  J.  Bischoff,  at- 
torneys for  plaintiff. 

You  and  each  of  you  will  please  take  notice  that 
the  defendant,  J.  W.  Maloney,  LTnited  States  Col- 
lector of  Internal  Revenue  for  the  District  of  Ore- 
gon, appeals  to  the  Circuit  Court  of  Appeals  for  the 
Ninth  Circuit,  from  that  certain  judgment  in  the 
above-entitled  cause  made  and  entered  the  21st  day 
of  April,  1948,  by  the  Honorable  Claude  McCol- 
loch,  Judge  of  the  above-entitled  court,  wherein 
the  plaintiff  recovered  judgment  from  the  defend- 
ant in  the  sum  of  $150,592.88,  with  interest  thereon 
at  the  rate  of  six  per  cent  per  annum  from  Au- 
gust 17,  1945,  making  a  total  of  $174,788.14,  to- 
gether with  the  costs  and  disbursements  incurred 
by  the  plaintiff  in  the  sum  of  $353.89. 
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Dated  this  15th  day  of  June,  1948,  at  Portland, 
Oregon. 

HENRY  L.  HESS, 

United  States  Attorney  for 
the  District  of  Oregon, 
/s/  VICTOR  E.  HARR, 

Assistant  United  States 
Attorney. 
[Endorsed]  :Filed  June  18,  1948.  [34] 


In  the  United  States  Circuit  Court  of  Appeals 
for  the  Ninth  Circuit 

Civ.  No.  3078 

J.  W.  MALONEY,  United  States  Collector  of  In- 
ternal Revenue  for  the  District  of  Oregon, 

Appellant, 
vs. 
ROSS  B.  HAMMOND, 

Appellee. 

ORDER 

This  matter  coming  on  to  })e  heard  upon  motion 
of  Henry  L.  Hess,  United  States  Attorney  for  the 
District  of  Oregon,  and  Victor  E.  Harr,  Assistant 
United  States  Attorney,  for  an  order  extending  the 
time  ninety  (90)  days  from  the  first  date  of  notice 
of  appeal  herein  for  filing  the  record  on  appeal  and 
docketing  the  action,  and  the  Court  having  consid- 
ered said  motion  and  the  supporting  affidavit  filed 
therewith,  and  being  advised,  it  is 

Ordered  that  the  appellant  be  and  he  is  hereby 
granted  an  extension  of  ninety  (90)  days  from  the 
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date  of  filing-  notice  of  appeal  within  which  to  file 
and  docket  the  record  on  appeal. 

Dated  at  San  Francisco,  California,  this  16th  day 
of  July,  1948. 

/s/  FRANCIS  A.  GARRACHT, 
Judge. 
A  True  Copy. 
Attest:     July  16,  1948. 
[Seal]         /s/  PAUL  P.  O'BRIEN, 
Clerk. 

[Endorsed]:  Filed  July  16,  1948.  Paul  P. 
O'Brien,  Clerk. 

MOTION 

Comes  now  Henry  L.  Hess,  United  States  Attor- 
ney for  the  District  of  Oregon,  and  Victor  E.  Harr, 
Assistant  United  States  Attorney,  and  based  upon 
attached  afiidavit  moves  the  Court  for  an  order  ex- 
tending the  time  for  filing  the  record  on  appeal  and 
docketing  the  action,  granting  to  appellant  ninety 
(90)  days  from  June  18,  1948.  This  motion  is  based 
upon  Rule  73,  Rules  of  Civil  Procedure. 

Dated  at  Portland,  Oregon,  this  15th  day  of  July, 
1948. 

HENRY  L.  HESS, 

United  States  Attorney  for 
the  District  of  Oregon. 

/s/  VICTOR  E.  HARR, 

Assistant  United  States 
Attorney.  [36] 

[Endorsed] :    Filed  July  22,  1948.  [35] 
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AFFIDAVIT 

United  States  of  America, 

District  of  Oregon — ss. 

I,  Vict  or  E.  Harr,  being  first  duly  sworn,  depose 
and  say  that  I  am  Assistant  United  States  Attor- 
ney for  the  District  of  Oregon;  that  I  am  one  of 
the  attorneys  of  record  representing  defendant  in 
the  case  in  the  District  Court  of  the  United  States 
for  the  District  of  Oregon,  entitled,  ''Ross  B.  Ham- 
mond V.  J.  W.  Maloney,  Collector  of  Internal  Reve- 
nue for  the  District  of  Oregon,  Civil  No.  3078"; 
that  Notice  of  Appeal  was  duly  filed  in  said  cause 
on  the  18th  day  of  June,  1948.  The  Department  of 
Justice  is  presently  considering  the  evidence  ad- 
duced at  the  trial  of  the  above-named  cause,  includ- 
ing the  partnership  issue,  the  accounting  issue, 
and  the  issue  involving  the  agreement  with  the  em- 
ployees, with  a  view  of  determining  whether  or  not 
this  appeal  will  be  prosecuted.  This  affidavit  is 
made  in  support  of  a  motion  for  extension  of  time 
within  which  to  file  the  record  and  docket  the  ap- 
peal. 

Dated  at  Portland,  Oregon,  this  15th  day  of  July, 
1948. 

/s/  VICTOR  E.  HARR. 

Subscribed  and  sworn  to  before  me  this  15th  day 
of  July,  1948. 

[Seal]         /s/  FLORENCE   McKAY, 

Notary  Public  for  Oregon. 
My  Commission  Expires:  Sept.  4,  1951.  [37] 
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[Title  of  U.  S.  Court  of  Apjxvils  and  Cause.] 

ORDER 

This  matter  coming  on  to  be  heard  upon  motion 
of  Henry  L.  Hess,  United  States  Attorney  for  the 
District  of  Oregon,  and  Victor  E.  Harr,  Assistant 
United  States  Attorney,  for  an  order  extending  the 
time  thirty  (30)  days  from  September  16,  1948,  for 
filing  the  record  on  appeal  and  docketing  the  action, 
and  the  Court  having  considered  said  motion  and 
the  supporting  affidavit  filed  therewith,  and  being 
advised,  it  is 

Ordered  that  the  appellant  be  and  he  is  hereby 
granted  an  extension  of  thirty  (30)  days  from  Sep- 
tember 16,  1948,  within  which  to  file  and  docket 
the  record  on  appeal. 

Dated  at  San  Francisco,  California,  this  13th  day 
of  September,  1948. 

/s/WILLIAM  DENMAN, 
Judge. 

A  True  Copy.   Attest:  Sept.  13,  1948. 

[Seal]         /s/  PAUL  P.  O'BRIEN, 
Clerk. 

[Endorsed] :  Filed  September  13,  1948.  Paul  P. 
O'Brien,  Clerk. 

[Endorsed] :     Filed  October  19,  1948.  [38] 
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MOTION 
Comes  now  Henry  L.  Hess,  United  States  At- 
torney for  the  District  of  Oregon,  and  Victor  E. 
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Harr,  Assistant  United  States  Attorney,  and  based 
upon  attached  affidavit  moA^es  the  Court  for  an 
order  extending  the  time  for  filing  the  record  on  ap- 
peal and  docketing  the  action,  granting  to  appel- 
lant thirty  (30)  days  from  September  16,  1948.  This 
motion  is  based  upon  Rule  73,  Rules  of  CiVil  Pro- 
cedure. 

Dated  at  Portland,  Oregon,  this  10th  day  of  Sep- 
tember, 1948. 

HENRY  L.  HESS, 

United  States  Attorney  for 
the  District  of  Oregon. 

/s/  VICTOR  E.  HARR, 

Assistant  United  States 
Attorney.  [39] 

AFFIDAVIT 

United  States  of  America, 
District  of  Oregon — ss. 

I,  Victor  E.  Harr,  being  first  duly  sworn,  depose 
and  say  that  I  am  Assistant  United  States  Attor- 
ney for  the  District  of  Oregon ;  that  I  am  one  of  the 
attorneys  of  record  representing  defendant  in  the 
case  in  the  District  Court  of  the  United  States  for 
the  District  of  Oregon,  entitled,  "Ross  B.  Ham- 
mond V.  J.  W.  Maloney,  Collector  of  Internal  Reve- 
nue for  the  District  of  Oregon,  Civil  No.  3078"; 
that  Notice  of  Appeal  was  duly  filed  in  said  cause 
on  the  18th  day  of  June,  1948;  that  upon  motion 
of  appellant  the  Circuit  Court  of  Appeals  granted 
an  extension  of  ninety  (90)  days  from  the  date  of 
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filing  of  notice  of  appeal  within  which  to  file  and 
docket  the  record  on  ajopeal ;  that  the  record  in  this 
case  is  quite  voluminous,  and  the  issues  l^eing  com- 
plicated, the  Solicitor  General  has  not  as  yet  deter- 
mined whether  or  not  this  appeal  will  be  prose- 
cuted. This  affidavit  is  made  in  support  of  a  mo- 
tion for  extension  of  time  within  which  to  file  the 
record  and  docket  the  appeal. 

Dated   at    Portland,    Oregon,    this    10th    day   of 
September,   1948. 

/s/  VICTOR  E.  HARR. 

Subscribed  and  sworn  to  before  me  this  10th  day 
of  September,  1948. 

[Seal]         /s/  FLORENCE  McKAY, 

Notary  Public  for  Oregon. 
My  Commission  Expires:  Sept.  4,  1951.  [40] 


[Title  of  U.  S.  Court  of  Appeals  and  Cause.] 

ORDER 
This  matter  coming  on  to  be  heard  upon  motion 
of  Henry  L.  Hess,  United  States  Attorney  for  the 
District  of  Oregon,  and  Victor  E.  Harr,  Assistant 
United  States  Attorney,  for  an  order  extending  the 
time  thirty  (30)  days  from  October  16,  1948,  for 
the  filing  of  the  record  on  appeal  and  docketing 
the  action,  and  the  Court  having  considered  said 
motion  and  the  supporting  affidavit  filed  therewith, 
and  being  advised,  it  is 

Ordered  that  the  appellant  l^e,  and  he  is  hereby 
granted  an  extension  to  October  23,  1948,  within 
w^hich  to  file  and  docket  the  record  on  appeal. 
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Dated   at   San   Francisco,    California,   this   15th 
day  of  October,  1948. 

WILLIAM  DENMAN, 

Chief  Judge,  U.  S.  Court  of 
Appeals,  Ninth  Circuit. 

A  True  Copy  Attest:  Oct.  15,  1948. 
[Seal]  /s/  PAUL  P.  O'BRIEN,  Clerk. 

[Endorsed]:     Filed  October  15,   1948.    Paul  P. 
O'Brien,  Clerk. 

[Endorsed] :    Filed  October  19,  1948.  [41] 


In  the  District  Court  of  the  United  States 
For  the  District  of  Oregon 

[Title  of  Cause.] 

STATEMENT  OF  POINTS  ON  WHICH 
DEFENDANT  INTENDS  TO  RELY  ON 
APPEAL 

The  defendant  having  taken  an  appeal  in  the 
United  States  Circuit  Court  of  Appeals  for  the 
Ninth  Circuit,  from  a  judgment  rendered  by  the 
District  Court  for  the  District  of  Oregon,  herel)y 
designates  the  following  points  to  be  relied  on  in 
the  prosecution  of  said  appeal: 

1.  The  District  Court  erred  in  finding  and  coii- 
chiding  that  taxpayer's  method  of  accounting 
clearly  reflected  taxable  income. 

2.  The  District  Court  erred  in  finding  and  con- 
cluding that  taxpayer  was  entitled  to  deduct  a 
percentage    of    his    profits    from    the    partnership 
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under  profit-sharing   agreements   with   two   of  his 
employees. 

3.  The  District  Court  erred  in  denying  defend- 
ant's motion  to  amend  his  answer  and  plead  as  a 
set-off  that  plaintiff  had  not  overpaid  his  taxes 
on  the  grounds  that  he  failed  to  include  in  his 
taxable  income  for  the  period  involved  all  of  his 
income  from  the  partnership. 

4.  The  District  Court  erred  in  finding  and  con- 
cluding that  the  Commissioner  of  Internal  Revenue 
authorized  the  taxpayer  to  file  his  federal  income 
tax  returns  on  the  accrual  basis  of  accounting  and 
in  not  concluding  that  the  Commissioner  of  Inter- 
nal Revenue  authorized  taxpayer  to  report  his 
long-term  contracts  on  the  percentage  of  completion 
basis. 

5.  The  District  Court  erred  in  not  finding  and 
concluding  that  taxpayer  maintained  stock  piles 
of  material  which  were  not  reflected  in  reporting 
net   income    from   long-term   contracts. 

Dated  this  19th  day  of  October,  1948,  at  Port- 
land, Oregon. 

/s/  HENRY  L.  HESS, 

United  States  Attorney. 

/s/  VICTOR  E.  HARR, 

Assistant  U.  S.  Attorney.   [42] 

(Acknowledgment  of  Service.) 

[Endorsed] :  Filed  October  19,  1948.  [43] 
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[Title  of  District  Court  and  Cause.] 

DESIGNATION  OF  CONTENTS  OF  EECORD 

ON  APPEAL 
To:  The  Clerk  of  the  District  Court  of  the  United 
States  for  the  District  of  Ore,2"on: 
Defendant,  J.  W.  Maloney,  United  States  Col- 
lector of  Internal  Revenue  for  the  District  of 
Oregon,  herehy  designates  that  portion  of  the  rec- 
ord in  this  case  to  be  contained  in  the  record  on 
appeal,  which  is  described  as  follows: 

1.  Complaint,  filed  March  16,  1946. 

2.  Answer,  filed  July  19,  1946. 

3.  Motion  and  Notice  and  Affidavit  attached  for 
leave  to  file  an  amended  answ^er,  filed  October  17, 
1947. 

4.  Objections  to  the  Motion  of  defendant  for 
leave  to  file  an  amended  answer,  and  affidavit 
attached  thereto,  filed  October  27,  1947. 

5.  Petition  of  the  United  States  for  leave  to 
intervene,  filed  October  31,  1947. 

6.  Objections  to  ])etition  for  intervention,  filed 
November  10,  1947. 

7.  Order  sustaining  plaintiff's  objections  to  peti- 
tion for  intervention,  entered  and  filed  November 
14,   1947. 

8.  Transcript  of  proceedings  of  the  trial. 

9.  Findings  of  Fact  and  Conclusions  of  Law", 
filed  April  21,  1948. 

10.  Judgment,  entered  and  filed  April  21,  1948. 

11.  Notice  of  Appeal,  filed  June  18,  1948. 

12.  Motion,  Affidavit  and  Order  of  the  Circuit 
Court   of   Appeals,    granting   extension   of   ninety 
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daj^s  from  the  date  of  filing  Notice  of  Appeal  to 
file  and  docket  record  on  appeal,  dated  July  16, 
1948,  and  filed  July  22,  1948.  [44] 

13.  Motion,  Affidavit  and  Order  of  Circuit  Court 
of  Appeals  granting  extension  of  thirty  days  from 
September  16,  1948  within  which  to  file  and  docket 
record  on  appeal,  dated  September  13,  1948,  filed; 
October  19,  1948. 

14.  Order  of  the  Circuit  Court  of  Appeals  grant- 
ing extension  to  October  23,  1948,  to  file  and  docket 
record  on  apjjeal,  dated  October  15,  1948;  filed, 
October  19,  1948. 

15.  Statement  of  Points  on  which  Defendant 
Intends  to  Rely  on  Appeal. 

16.  Order  to  send  trial  exhibits. 

17.  This  designation. 

Dated  at  Portland,  Oregon,  this  19th  day  of 
October,  1948. 

/s/  HENRY  L.  HESS, 

United  States  Attorney. 
/s/  VICTOR  E.  HARR, 

Assistant  U.  S.  Attorney. 
/s/  THOMAS  R.  WINTER, 

Special  Assistant  to  the  U.  S. 
Attorney. 

(Acknowledgment  of  Service.) 

[Endorsed] :  Filed  October  19,  1948.  [45] 
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In  the  District  Court  of  the  United  States 
For  the  District  of  Oregon 

CLERK'S    CERTIFICATE 

United  States  of  America, 
District  of  Oregon — ss. 

I,  Lowell  Mundorff,  Clerk  of  the  District  Court 
of  the  United  States  for  the  District  of  Oregon, 
do  hereby  certify  that  the  foregoing  pages  num- 
bered from  1  to  48  inclusive  constitute  the  tran- 
script of  record  on  appeal  from  a  judgment  of  said 
court  in  a  cause  therein  numbered  Civil  3078,  in 
which  Ross  B.  Hammond  is  plaintiff  and  appellee, 
and  J.  W.  Maloney,  United  States  Collector  of 
Internal  Revenue  for  the  District  of  Oregon  is 
defendant  and  appellant;  that  the  said  transcript 
has  been  prepared  by  me  in  accordance  with  the 
designation  of  contents  of  the  record  on  appeal 
filed  by  the  appellant,  and  in  accordance  with  the 
rules  of  court;  that  I  have  compared  the  foregoing 
transcript  with  the  original  record  thereof  and  that 
it  is  a  full,  true  and  correct  transcript  of  the  rec- 
ord and  X)roceedings  had  in  said  court  in  said  cause, 
in  accordance  with  the  said  designation  as  the 
same  appears  of  record  and  on  file  at  m}^  office 
and  in  my  custody. 

I  further  certify  that  I  have  enclosed  under 
separate  cover  copy  of  transcript  of  proceedings 
dated  January  12-16,  1948,  pages  1-501,  inclusive, 
together  with  exhibits  Nos.  1  to  20,  24,  26  to  32, 
35  and  36,  by  direction  of  the  United  States  Attor- 
ney. 


< 

i 


Ross  B.  Hammond  53 

In  Testimony  Whereof  I  have  hereunto  set  my; 
hand  and  affixed  the  seal  of  said  court  in  Portland, 
in  said  District,  this  20th  day  of  October,  1948. 

(Seal)  LOWELL  MUNDORFF, 

Clerk.  [48] 


In  the  District  Court  of  the  United  States 
For  the  District  of  Oregon 

Civil  No.  3078 

ROSS  B.  HAMMOND, 

Plaintiff, 
vs. 

J.    W.    MALONEY,    United    States    Collector    of 
Internal  Revenue  for  the  District  of  Oregon, 

Defendant. 

Portland,   Oregon,   January   12,   1948,   a.m. 

Before:    Honorable  Claude  McColloch,  Judge. 

Ai)pearances :  Mr.  Robert  T.  Jacob  and  Mr.  S. 
J.  Bischoff,  Attorneys  for  Plaintiff,  Mr.  Thomas  R. 
Winter,  Special  Assistant  to  the  United  States  At- 
torney, Attorney  for  Defendant. 

Court  Reporter:  Ira  G.  Holcomb. 

PROCEEDINGS   OF   PRE-TRIAL 
CONFERENCE  AND  TRIAL 

Proceedings  of  Pre-trial  Conference 
The  Court:     You  may  proceed,  Gentlemen. 
Mr.   Winter:     My   records   show  this   case   was 
coming  on  for  pre-trial  on  the  14th.  However,  I 
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Avas  down  here  on  another  matter.  We  would 
appreciate  it  if  we  could  have  one  day  interven- 
ing- between  the  pre-trial  and  the  trial. 

Tlie  Court:  When  is  the  case  set  for  trial? 
Tomorrow^  ? 

Mr.  Bischoff:     Tomorrow,  your  Honor. 

Mr.  Winter:  I  did  not  have  any  notice.  I 
thought  it  was  just  the  pre-trial  on  the  14th. 

The  Court:  You  have  a  case  on  AVednesday, 
Mr.  Winter? 

Mr.  Winter:  Yes,  your  Honor,  and  one  on 
Thursday,  I  think,  before  Judge  Fee. 

The  Court:  I  do  not  get  you.  You  say  you  want 
a   day — 

Mr.  Winter:  Wednesday,  I  think,  your  Honor, 
it  involves  merely  a  motion  for  summary  judgment. 
That  is  the  case  which  was  submitted  to  your 
Honor  on  pre-trial  order  without  any  testimony. 
I  do  not  assume  that  will  take  more  than  a  few 
minutes. 

The  Court :  I  would  be  glad  to  accommodate  you 
if  I  could,  if  the  calendar  were  not  so  involved. 

Mr.  Winter:  I  merely  made  that  as  a  sugges- 
tion. I  expect  to  spend  two  or  three  days  here, 
or,  at  least,  expected  to  spend  two  or  three  days 
in  preparation  for  trial.  I  wrote  to  the  Attorney- 
General  and  told  him  it  was  coming  up  on  the 
14th.  [2]  I  was  in  court  when  your  Honor  set  it, 
but  1  must  have  written  down  the  wrong  date. 

The  Court:  Then  we  had  better  start  in  tomor- 
row in  accordance  with  the  setting.  What  is  to  be 
done  this  morning'? 

Mr.  Bischoff:     The  pre-trial,  your  Honor. 
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Mr.  Winter:  At  this  time  we  are  asking  leave 
to  file  an  amended  answer  on  behalf  of  the  defend- 
ant. We  think  we  are  entitled  to  set  up  an  affirma- 
tive defense. 

Tlie  Court:  Is  that  something  I  have  ruled 
on  already? 

Mr.  Bischotf:     Yes,  your  Honor. 

The  Court:  All  right.  My  ruling  will  be  the 
same,  unless  you  want  to  be  heard  again. 

Mr.  Winter:  No.  We  think  we  can  offer  the 
evidence  on  the  general  denial.  We  deny  that  they 
reported  the  correct  income,  l)ut  we  want  to  note 
an  exception  to  your  Honor's  refusal  to  allow  the 
defendant  to  file  an  amended  answer. 

The  Court:     Exception  allowed. 

Mr.   Winter:     Prior  to  pre-trial. 

The  Court:    Yes. 

Mr.  Bischoff:  There  are  two  matters  actually 
before  your  Honor.  One  is  the  pre-trial  in  the  case 
of  Hammond  vs.  Maloney  and  the  other  is  a  mo- 
tion for  summary  judgment  in  the  case  of  the 
United  States  vs.  Hammond,  Civil  3964,  which 
was  brought  subsequent  to  your  Honor's  ruling  on 
the  motions  that  have  l)een  referred  to,  presenting, 
as  we  view  it,  the  identical  [3]  issue  of  law  which 
was  already  disposed  of  by  your  Honor. 

Based  upon  that  theory,  that  your  Honor  has 
disposed  of  the  legal  question  that  is  controlling 
in  that  case,  we  have  filed  a  motion  for  smnmary 
judgment  in  that  case  because  in  the  Hammond 
case,  if  your  Honor  concludes  we  are  entitled  to 
recover,  your  Honor  will  be  obliged  to  give  the 
Government  the  relief  which  it  is  seeking  by  this 
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action,  so,  in  reality,  it  may  not  be  necessary  to 
concern  ourselves  with  considering  that  motion 
for  the  time  being — that  would  be  my  view  of  it 
— until  your  Honor  has  heard  this  Hammond  case 
and  made  some  disposition  of  it.  If  we  do  not 
succeed,  we  are  entitled  to  retain  the  money  which 
the  Government  paid  us;  if  we  do  succeed,  your 
Honor  will  be  obliged  to  give  them  the  relief  which 
tliey  ask  in  that  suit,  so  I  can  see  no  point  in  going 
into  that  matter  at  the  present  time. 

The  Court:     Then  go  ahead  with  the  main  case. 

Mr.  Bischoff:  This  case,  as  your  Honor  already 
knows,  is  an  action  to  recover  a  refund  of  taxes 
which  the  plaintiff  paid  upon  the  assessment  of 
a  deficiency  in  tax.  The  tax  year  involved  is  the 
year  1943,  and  for  that  year  a  deficiency  in  tax 
of  something  in  excess  of  $150,000  was  assessed 
and  paid. 

We  claim  the  assessment  to  be  unlawful  and  that 
we  are  entitled  to  recover  all  the  money  paid,  less 
the  sum  of  about  $6500  which  the  Government 
refunded  to  us  voluntarily  and  over  our  objection 
in  arriving  at  its  conclusion  resulting  [4]  in  a 
deficiency  assessment. 

This  tax  case  is  rather  unique  and  interesting 
from  this  point  of  view — most  interesting  from 
what  it  is  not  rather  than  what  it  is.  In  this  case 
we  have  no  issue  as  to  withholding  from  the  tax- 
payer's reports  or  income  tax  returns  of  any 
income.  It  is  not  charged  that  we,  either  mistakenly 
or  intentionally,  withheld  any  income  or  failed  to 
report  any  income  that  we  should  have  reported. 
Neither  is  it  a  case  in  which  it  is  claimed  that 
the   taxpayer   deliberately   or   mistakenly   padded 
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liis  deductions  so  as  to  minimize  his  tax  liability. 

In  the  last  analysis,  there  is  no  issue  of  fact  of 
any  consequence  that  will  be  determined  in  this 
case,  as  we  see  the  situation,  viewed  from  the 
Revenue  Aegnt's  report  out  of  which  this  case 
arises.  The  true  issue  will  be  legal,  in  my  view.  It 
will  involve  the  question  of  the  proper  method  of 
accounting.  It  will  involve  a  sort  of  academic  ques- 
tion in  accounting  which,  in  turn,  will  depend  upon 
the  legal  interpretation  of  the  meaning  of  the 
Revenue  Act  which  provides  for  the  manner  in 
which  a  taxpayer  shall  account,  that  is,  what 
method  of  accounting  he  shall  employ,  and  that  is, 
I  think,  in  the  last  analysis,  what  your  Honor  will 
be  called  upon  to  determine. 

What  happened  was  this,  briefly — and  it  may  be 
profitable  if  your  Honor  will  bear  with  me  that  I 
may  make  a  little  more  extended  statement  of  the 
situation,  because  ultimately  we  have  to  do  that 
anyhovv^,  either  tomorrow  or  today,  and  [5]  perhaps 
it  would  be  just  as  well  to  do  it  today. 

Ross  B.  Hammond  is  a  contractor  of  many  years 
standing  in  this  community.  He  built  this  very 
courthouse  and  built  many  large  structures  in  the 
Northwest.  I  think  it  is  safe  to  say  he  built  the 
largest  and  most  important  structures  in  this  part 
of  the  country — a  man  of  very  high  standing  in 
the  profession  and  in  the  community. 

Prior  to  the  tax  year  1938,  he  conducted  his 
contracting  business  through  the  medium  of  a  cor- 
poration in  which  he  was  the  largest  if  not  the 
sole  owner  of  the  stock,  and  he  kept  his  books — 
that  is,  the  income  from  the  corporate  operations 
were  reflected  in  the  corporation's  books. 


58  J.  W.  Moloney  vs. 

He  also,  indhidually,  during  tliat  period  of  time, 
had  a  few  minor  enterprises  like  farms  or  some- 
thing or  another,  which  did  not  amount  to  a  great 
deal  compared  to  the  other  operation,  and  in  his 
personal  income  tax  return  he  reported  on  a  cash 
basis. 

In  1937  that  corporation  had  the  contract  for 
the  construction  of  the  State  Capitol  at  Salem, 
which  was  being  constructed  by  the  corporation, 
and  in  that  year  the  corporation  kept  its  records 
and  made  its  income  tax  return  on  what  is  known 
under  the  Revenue  Act  and  regulations  as  the 
percentage-of-completion  basis,  and  I  will  in  a  few 
moments  explain  that  method  in  the  technical  sense. 

But  at  the  end  of  1938  and  before  the  Capitol 
was  [6]  entirely  completed,  the  corporation  was 
dissolved  and  the  contract  was  completed  in  the 
following  year,  or  substantially  completed,  except 
for  one  and  seven-tenths  per  cent  in  1938 — was 
completed  by  Hammond  individually  and,  for  the 
23urpose  of  being  consistent  with  the  method  of 
accounting  for  this  project,  he  continued  to  keep 
the  records  in  connection  with  that  construction 
job  on  the  percentage-of-completion  basis  in  1938, 
and  made  his  income  tax  return  on  that  basis,  so 
as  to  have  a  consistent  accounting  method  to  arrive 
at  the  profit  for  that  particular  contract. 

However,  anticipating  a  change  in  his  operations 
with  respect  to  subsequent  contracts,  he  made 
application  to  the  Commissioner  of  Internal  Reve- 
nue in  1938  for  permission  to  change  his  individual 
method  of  accounting  and  reporting  his  income 
from    the    cash    basis,    upon   which    he    had    been 
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theretofore,  to  the  accrual  method  which  he  wanted 
to  adojDt,  and  the  Commissioner  granted  that  per- 
mission to  him  to  adopt  the  accrual  method,  begin- 
ning with  January  of  1938. 

Your  Honor  will  have  to  bear  in  mind  what  T 
said  before  that  in  1938  he  individually  completed 
that  contract  and  had  reported  the  income  on  the 
percentage-of-completion  basis,  which  did  not  con- 
form to  the  permission  granted  to  adopt  the  accrual 
method,  but  he  was  advised  that  for  that  particular 
unfinished  contract,  in  order  to  clearly  reflect  the 
income,  he  had  to  report  the  balance  of  the  contract 
on  the  same  basis  [7]  as  he  had  reported  prior 
thereto ;  otherwise  he  would  have  a  distorted  income 
basis,  and  it  is  generally  recognized  in  accounting 
that  you  have  to  have  a  consistent  basis  throughout 
in  order  to  clearly  reflect  income — you  could  not 
have  part  of  your  rejjort  on  one  basis  and  part  on 
another. 

Jjut  beginning  with  the  year  1939,  from  Janu- 
ary, 1939,  when  the  Capitol  contract  was  com- 
pleted, except  for  this  one  and  seven-tenths  per 
cent,  he  adopted  the  accrual  method  of  account- 
ing; his  account  books  were  set  up  on  that  basis 
with  all  of  the  accounts  which  are  needed  to  reflect 
such  a  method,  and  consistently  carried  that 
method  of  accounting  right  on  down  to  the  present 
time,  in  fact,  and  including  the  tax  years  with 
which  we  will  be  concerned.  He  made  his  income 
tax  return  upon  the  accrual  method  of  accounting. 

He  did  that  for  the  year  1939;  he  did  that  for 
the   year   1940;   he   did   that   for   the   years   1941, 
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1942,  1943  and  1944.  In  our  trial  we  are  going  to 
he  concerned  with  the  figures  that  were  involved 
in  1941,  1942  and  1943,  and  perhaps  to  some  extent 
with  1944,  but  from  1939  on  there  was  that  con- 
sistent practice. 

After  those  returns  were  filed  for  the  years  men- 
tioned, 1939  on  down,  the  Internal  Revenue  Bureau 
audited  those  returns.  The  return  for  the  tax  year 
1939  was  audited  tw^ice  and  two  separate  reports 
w'ere  made,  and  of  course  it  was  then  known  that 
we  were  on  an  accrual  basis.  They  rendered  two 
Revenue  Agent's  reports  which  resulted  in  an 
over-assessment  of  some  [8]  small  amount;  they 
claimed  he  had  overpaid  some  small  amount  and 
that  amount  was  refunded  to  us.  No  question  w^as 
raised  as  to  the  method  of  accounting,  either  that 
we  had  the  right  to  use  it  or  that  it  was  accur- 
ately kept,  except  for  a  minor  mistake  which 
resulted  in  this  small  refund  paid  us. 

The  return  for  1940  was  audited  twice  by  the 
Internal  Revenue  Bureau  and  two  separate  Reve- 
nue Agent's  reports  were  made  that  adopted  our 
accrual  method  of  accounting,  did  not  question  it, 
and  did  not  question  the  accuracy;  and  in  that 
year  again  they  found  an  overpayment  of  about 
$160  and  refunded  it  to  us. 

The}^  audited  the  return  for  1940  and  the  audit 
in   that   year,   significantly   enough,   was   made   in 

1943,  the  year  in  which  the  forgiveness  tax  act 
was  in  effect.  They  did  not  question  that  return 
on  the  basis  that  we  had  no  right  to  use  the 
accrual  method  of  accounting  or,  having  used  the 
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accrual  mt^thod,  that  we  had  not  accurately  car- 
ried it  out.  The  result  of  the  audit  was  merely  to 
disclose  a  deficiency  in  tax  to  the  extent  of  some 
$200,  resulting  from  some  error,  not  because  of 
the  method  employed.  They  did  not  say  we  did  not 
have  the  right  to  use  the  accrual  method  or  tliat 
the  method  was  not  properly  carried  out,  but 
there  was  some  technical  error  which  resulted  in  a 
deficiency,  and  we  paid  it. 

They  audited  the  return  for  the  year  1941,  and 
that  is  a  highly  important  year  to  bear  in  mind, 
because  they  now  [9]  seek  to  upset  that  return, 
and  they  seek  to  uj)set  their  own  report  for  that 
year — 

The  Court:  You  are  going  into  another  matter 
now.  I  want  to  talk  to  these  other  lawyers  for  a 
moment. 

(The  Court  then  proceeded  to  the  transac- 
tion of  other  business.) 

Mr.  Bischoff:  The  return  for  1941  was  audited 
in  1943  when  the  forgiveness  act  was  in  effect.  The 
Revenue  Agent's  report  did  not  there  challenge 
the  right  to  adopt  and  use  the  accrual  method  of 
accounting,  nor  to  report  the  income  upon  that 
basis,  nor  did  they  challenge  the  accuracy  of  the 
return  or  the  manner  in  which  the  accounts  were 
kept.  The  audit  resulted  only  in  the  determination 
of  a  deficiency  to  the  extent  of  $278.94,  again  aris- 
ing from  some  erroneous  treatment  of  an  indivi- 
dual item,  which  did  not  arise  from  the  basic 
controversy  that  we  have  here  as  to  the  method 
of   accounting   employed   and   whether   or   not   we 
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had  a  right  to  use  that  method  of  accounting 
We  paid  that  deficiency  as  determined,  because  it 
was  recognized  that  there  was  an  error  in  that 
respect. 

At  this  point,  before  I  go  on  with  subsequent 
years,  I  should  point  out  to  your  Honor  that  this 
method  of  accounting  that  was  adopted  and  was 
set  in  motion  in  the  beginning  of  1939  was  not 
and  could  not  have  been  in  anticipation  of  any 
such  question  as  arises  now  in  this  case;  that  is, 
the  application  and  treatment  of  the  forgiveness 
act  which  was  passed  in  1943.  [10] 

Prior  to  that  time  every  inclination  on  the  part 
of  any  taxpayer  would  have  been  to  keep  his  income 
down  for  the  particular  year,  rather  than  the 
reverse,  but  certainly  it  could  not  have  been  because 
there  was  no  such  law  in  existence,  and  that  was 
unknown.  When  they  set  up  the  books  on  the 
accrual  method,  beginning  in  1939,  and  consistently 
thereafter,  they  did  not  wait  until  the  end  of  the 
.vear  to  determine  whether  the  income  should  be 
accrued  in  that  year  or  whether  it  would  have  been 
profitable,  taxwise,  to  accrue  it  in  subsequent  years, 
which  might  have  been  done,  if  they  had  postponed 
the  determination  of  that  question  to  the  end  of 
the  year. 

In  this  case,  every  month,  as  the  income  accrued, 
it  was  entered  on  the  books  and  every  month's 
liabilities  that  were  incurred  for  expenses  were 
entered  upon  the  books  and,  at  the  end  of  the 
3"ear,  the  only  thing  that  was  carried  was  the 
cumulative   amount   of   both   of  these   accounts   in 
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iinal  closing  entries,  so  it  could  not  be  suggested 
here — and,  indeed,  no  contention  was  made  that 
there  was  any  element  of  bad  faith  in  the  adoption 
of  that  method  or  the  manner  in  which  it  was 
carried  out.  It  was  an  attempt  to  set  up  a  method, 
the  adoption  of  an  accrual  method,  which  the  courts 
have  said  is  the  most  scientific  and  accurate 
method  of  rejoorting  income,  and  that  method  was 
consistently  and  continuously  followed  out  through 
the  years. 

In  the  year  1942  the  return  was  not  audited  sep- 
arately. It  was  audited  in  the  Revenue  Agent's 
report  issued  in  1944,  [11]  November  6,  1944,  and 
at  that  time  they  re-audited  the  1941  return  which 
I  just  called  to  your  Honor's  attention.  They 
audited  the  1942  return;  they  audited  the  1943 
and  the  1944  returns,  with  the  result  that  two 
Revenue  Agent's  reports  were  rendered,  one  by 
which  they  found,  for  the  first  time,  or  determined 
for  the  first  time,  that  our  method  of  accounting 
on  the  accrual  basis  was  not  permissible;  that  we 
had  no  right  to  use  the  method  and,  therefore, 
we  had,  strangely  enough,  overpaid  —  we  had 
reported  more  income  in  1941  than  we  should  have 
and,  as  a  result,  the  Revenue  Agent  reported  that 
Ave  had  paid  $6500  in  taxes  more  than  we  should 
have  paid  upon  the  system  of  accounting  which 
he  substituted  for  the  manner  that  we  had  reported 
on. 

That  was  made  the  basis  of  a  separate  Revenue 
Agent's  report,  but  it  is  dated  the  same  date  as 
the  report  which  dealt  with  the  years  1942,  1943 
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and  part  of  1944,  and,  apparently,  was,  we  think, 
contemporaneous.  I  do  not  believe  there  will  be 
any  question  as  to  that. 

When  he  found  that  they  had  reported  too  much 
income  in  1944,  he  threw  that  excess  into  1942. 
I  beg  your  pardon.  When  he  found  that  they  over- 
reported  their  income  in  1941,  he  threw  that  excess 
into  the  year  1942,  increasing  our  income  for  that 
year  by  that  amount. 

AVhen  he  examined  the  1942  and  1943  returns, 
w^hich  are  virtually  one  return — involve  the  inter- 
vention of  the  forgiveness  [12]  act — he  determined 
that  a  large  amount  of  income  reported  in  1943 
was  improperly  reported  as  income  for  that  year 
and  he  threw  that  back  into  1942. 

In  other  words,  he  did  both — threw  1941  into 
1942,  and  1943  into  1942 — and,  by  that  means, 
swelled  the  amount  of  income  for  the  year  1942 
and  diminished  the  income  for  the  year  1943,  with 
the  result  that  the  higher  bracket  and  rate  were 
made  applicable  to  the  year  1942,  for  one  thing, 
but  the  important  thing  was  that,  having  dimin- 
ished the  income  in  1943,  the  amount  of  credit 
which  the  forgiveness  act  entitled  to  was  reduced. 

As  your  Honor  will  recall,  the  forgiveness  act, 
passed  in  1943,  gave  a  taxpayer  the  right  to  deduct 
75  per  cent  of  the  tax  due  in  either  of  the  two 
years,  whichever  was  the  lower,  so  the  Revenue 
Agent  creates  the  year  1943  as  the  lower  year 
and  deprives  us  of  75  per  cent  credit  or  the  75 
per  cent  that  we  would  have  been  entitled  to  pa}^ 
upon  the  income  as  reported.   By  that  means  he 


Boss  B.  Hammond  65 

created  a  deficiency  in  tax  for  that  year  amounting 
to  $150,000,  odd. 

That  is  the  procedure  and  technique  by  whicli 
that  was  accomplished,  and  it  is  our  contention 
here  that  this  method  of  accounting  would  nevc^r 
have  been  challenged,  and  it  was  not  challenged 
except  for  the  intervention  of  the  forgiveness  act, 
and  this  method  which  the  Revenue  Agent  adox)ted 
and  upon  the  Commissioner  based  his  assessment, 
either  intentionally  [13]  or  at  least  in  the  legal 
result,  deprived  us  of  the  benefits  of  the  con- 
sideration which  the  Congress  gave  to  every  tax- 
payer in  that  period  of  time. 

The  Court:     What  is  the  law,  pro  and  con? 

Mr.  Bischoft*:  I  am  just  about  to  come  to  that, 
your  Honor.  Before  giving  your  Honor  our  views 
on  the  law  upon  that  question,  I  want  to  point 
out  that  when  the  Revenue  Agent  re-audited  these 
returns  for  the  years  1941,  1942  and  1943,  he  did 
not  reject  the  amounts  of  income  which  we 
reported  in  these  several  years;  he  did  not  ques- 
tion them;  and,  in  fact,  he  adopted  them.  For 
example,  we  reported — and  your  Honor  will  have 
these  exhibits  before  you  in  due  time.  For  instance, 
we  reported  on  a  given  job,  like  the  Milw^aukie 
Housing  Project,  that  we  got  $36,547.78  in  1941 
and  $245,018.89  in  1942,  and  so  on  down  the  line. 

Those  figures  were  not  challenged,  and  the  Reve- 
nue Agent  adopted  those  figures  in  arriving  at  the 
basis  of  computation  that  he  subsequently  adopted 
— on  the  computation  that  he  subsequently  adopted 
he  applied  a  percentage  basis,  which  is  what  he 
claims  to  have  done  to  these  very  figures. 
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The  law,  your  Honor,  in  our  view  with  respect 
to  this  matter,  is  this:  The  Internal  Revenue  Code 
gives  to  the  taxpayer  the  absolute  right,  the  unqual- 
ified right,  to  choose  the  method  of  accounting, 
with  this  proviso,  that  the  method  employed  clearly 
reflects  income.  That  is  the  phrase  that  your  [14] 
Honor  is  going  to  have  to  construe  here,  "clearly 
reflects  income",  and  let  me  point  out  that  it  does 
not  say  ''clearly  reflects  income  in  a  given  year", 
but  it  merely  says  "clearly  reflects  income",  and 
that  is  going  to  be  significant  as  I  will  presently 
point  out. 

Provision  is  made  in  the  Act  that  if  the  method 
employed  does  not  clearly  reflect  income,  the  Com- 
missioner of  Internal  Revenue  may  re-compute  the 
income.  The  law  in  that  respect  is  that  when  he 
does  determine  that  the  method  employed  by  the 
taxpayer  does  not  clearly  reflect  income  he  must 
adopt  a  method  of  computation;  that  is,  the  Com- 
missioner must  adopt  a  method  of  computation 
which  is  recognized  by  the  Internal  Revenue  Act 
and  by  accounting  practices.  He  camiot  adopt  a 
hybrid  system.  That  is,  he  may  adopt  a  casJi 
method  or  an  accrual  method  or  a  percentage-of- 
completion  method  or  a  completed-contract  method, 
but  he  cannot  create  a  method  of  his  own  which  is 
]3art  one  and  part  the  other. 

I  have  pointed  out  to  your  Honor  that  there 
were  four  methods  of  accounting.  Let  me  first  state 
very  briefly — your  Honor  undoubtedly  knows  in 
a  general  way  what  was  required.  There  is  the  cash 
method  w^hich,  in  simple  terms,  merely  means  that 
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the  taxpayer  must  report  his  income  as  income — 
iHiist  re])ort  what  he  has  received.  He  cannot 
re])ort  income  that  he  has  not  received,  no  matter 
what  the  reason  might  be,  except  in  rare  cases  of 
what  is  called  constructive  receipt  as,  for  example, 
[If)]  where  a  taxpayer  has  a  right  to  receive  it 
Init  deliberately  refuses  to  take  it.  For  example, 
somebody  tenders  him  a  check  on  December  31st 
in  payment  of  a  bill  and  he  wishes  not  to  accept 
it  until  January  1st.  The  courts  treat  that  as  a 
constructive  receipt  but,  barring  things  of  that 
kind  which  are  affected  by  good  faith,  on  the  cash 
basis  he  must  report  only  actual  receipts  and,  for 
liis  deductions,  he  can  take  only  actual  payments 
regardless  of  any  liability  involved.  That  is  the 
standard  for  cash  basis  accounting. 

Under  the  accrual  system,  the  reverse  is  true. 
^J'he  receipt  of  revenue  as  income,  in  fact,  plays  no 
part.  It  is  the  time  when  his  right  to  receive  pay- 
ment accrues,  as,  for  example,  a  merchant  had 
sold  a  bill  of  goods  on  December  1st  and  he  has 
issued  an  invoice  for  it.  The  right  to  receive  that 
has  accrued  as  an  account  receivable  and  he  must 
throw  that  in,  in  that  year,  as  revenue,  even 
though  it  is  paid  in  a  subsequent  year  and  even 
though  it  may  never  be  paid  by  reason  of  the 
insolvency  of  the  debtor. 

With  respect  to  his  deductions,  he  is  permitted 
and,  in  fact,  is  compelled  to  report  all  the  indebted- 
ness that  he  has  incurred.  Whenever  he  has  any 
liability  to  pay  a  bill  of  merchandise  or  labor  or 
material,  whatever  the  case  may  be,  he  must  treat 
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it  in  that  year  as  a  deduction,  regardless  of  when 
he  pays  that  bill.  The  essentials  are  the  right  to 
receive  that  revenue  and  the  obligation  to  pay  for 
liabilities  [16]  incurred.  That  is  the  standard  for 
the  accrual  basis.  The  authorities  which  we  will 
give  your  Honor  will  fully  support  what  I  am  now 
saying  about  this. 

The  regulations  set  up  two  permissible  methods 
of  accounting  which  relate  to  a  contracting  busi- 
ness. The  Regulations  permit  him  the  right,  but 
do  not  make  it  compulsory,  to  adopt  one  of  two 
methods,  the  percentage-of-completion  or  a  com- 
pleted-contract  basis. 

Take  the  latter  first,  the  completed-contract 
basis:  Under  that  system,  when  a  contract  extends 
over  a  period  of  more  than  one  year,  the  contractor 
can  defer  the  reporting  of  income  and  deductions 
until  the  final  completion  of  the  contract.  In  other 
words,  in  the  first  year  of  his  operation,  if  a  con- 
tract is  not  completed,  he  need  not  report  receipts 
or  expenditures,  but  he  is  required  to  make  a 
complete  report  of  the  operation  after  his  reve- 
nues and  expenditures  have  been  determined,  and 
his  profit  is  thereby  determined.  That  is  the  com- 
pletion method  of  accounting. 

The  percentage-of-completion,  roughly  speaking, 
requires  that  a  contractor  estimate  the  profit  that 
he  will  make  on  a  contract  and,  bear  in  mind,  he 
must  estimate  if  he  cannot  determine  it  for  a 
certainty — he  is  required  to  estimate  the  amount 
of  profit  he  holds  or  expects  to  make  from  a  given 
contract.  Against  that  he  places  the  contract  price 
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of  the  job  and,  b}'  that  method,  he  determines 
the  percentage  of  profit  that  [17]  he  hopes  to 
make  on  the  contract.  \Mth  the  percentage  estal)- 
lislied  by  this  estimating  method,  he  then,  at  the 
end  of  a  given  tax  year,  when  the  contract  is  not 
completed,  determines  the  percentage  of  comple- 
tion of  the  contract.  That  is  to  say,  he  would  have 
to  determine,  by  some  recognized  method,  the  per- 
centage of  completion  of  a  contract  as  a  whole, 
that  is,  the  whole  structure,  for  example,  how 
much  of  the  steel  work  was  completed  and  how 
much  of  the  cement  work  was  completed,  and  how 
much  of  this  and  so  on.  It  requires  a  determination 
of  the  percentage  of  completion  of  a  building,  for 
instance,  and  that  fixes  the  ratio  of  profit,  and 
t]iat  profit  can  be  reflected,  naturally,  in  the  propor- 
tion that  the  percentage  of  profit  bears  to  the 
])art  constructed.  That  is,  roughly  speaking,  the 
formula  which  permits  that  method  to  be  employed, 
and  when  it  is  adopted  by  a  contractor  he  must 
adopt  the  formula  which  is  laid  down  for  him, 
and  I  want  to  read  that  to  your  Honor  because  it  is 
going  to  have  a  very  important  bearing  upon  this 
case. 

I  am  now  reading  from  Regulation  101  in  effect 
under  the  Revenue  Act  of  1938  and  will  presently 
read  to  your  Honor  from  the  subsequent  regula- 
tions. That  regulation  is  No.  42-3 (a),  and  it  says 
"Gross  income  derived  from  such  contracts  may 
be  reported  upon  the  basis  of  percentage  of  com- 
])]etion."  The  courts  have  held  that  was  merely 
permissive  and  not  compulsory. 


70  J.  W.  Moloney  vs. 

"In  such  cases  there  should  accompany  the 
return  certificates  of  architects  or  engineers  show- 
ing the  percentage  of  [18]  completion  during  the 
taxable  year  of  the  entire  work  to  be  performed 
under  the  contract.  There  should  be  deducted  from 
such  gross  all  expenditures  made  during  the  tax- 
able year  on  account  of  the  contract,  account  being 
taken  of  the  material  and  supplies  on  hand  at  the 
beginning  of  the  taxable  period  for  use  in  con- 
nection with  the  work  imder  the  contract  but  not 
yet  so  supplied." 

There  is  the  ritual  which  the  Commissioner  sets 
out  for  anyone  who  wants  to  avail  himself  of  the 
option  to  adopt  the  percentage  -  of  -  completion 
method  of  accounting,  but  we  concede  we  did  not 
follow  that  ritual  from  1939  on  down  because  we 
had  not  adopted  that  method.  We  were  on  the 
accrual  method  and,  therefore,  were  not  obliged 
to  follow  this  ritual,  but  here  is  a  very  significant 
provision  in  that  regulation:  ''If,  upon  completion 
of  a  contract,  it  is  found  that  the  taxable  net 
income  arising  thereunder  has  not  been  clearly 
reflected  for  any  year  or  years,  the  Commissioner 
may  permit  or  require  an  amended  return." 

Under  that  i)rovision  should  it  develop  that  the 
income  as  reported  did  not  clearly  reflect  the 
income  for  the  year  or  years  involved,  then  the 
contractor  will  re-audit  the  entire  business  and 
arrive  at  the  true  income.  That  provision  was 
eliminated  from  the  regulations.  It  is  not  to  he 
found  in  the  regulations  which  became  applicable 
to  tlie  years  beginning  December  31,  1941. 
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The  ritual  for  keeping  the  account  is  exactly  the 
[19]  same  but  that  is  just  the  part  which  per- 
mitted the  use  of  the  information  obtained  uj^on 
completion  of  the  contract  for  the  purpose  of  revis- 
ing the  figures,  but  that  part  was  eliminated.  It 
was  the  only  instance  in  the  Revenue  Act  where 
such  information  was  permitted  to  be  used  for  the 
purpose  of  revising  an  earlier  return,  but  it  was 
eliminated. 

The  reason  I  emphasize  these  things  is  this,  that 
when  the  Revenue  Agent  came  to  the  conclusion, 
for  reasons  which  we  will  presently  point  out,  that 
we  had  no  right  to  use  the  accrual  method  of 
accounting — and  then,  in  an  alternative  determina- 
tion, if  we  did  have  the  right  to  use  it,  it  was  not 
adequate  and  did  not  clearly  reflect  the  income — 
he  set  about  to  adopt  a  method  of  his  own  post- 
linmously  in  1944;  he  set  out  to  adopt  a  method 
of  his  own  for  redetermining  the  income  for  1941, 
1942,  1943  and  1944,  and,  when  he  did  that,  he 
adopted  a  hybrid  method  of  accounting,  for  one 
purpose,  namely,  to  determine  the  amount  of 
income  on  the  basis  of  the  amount  of  completion, 
the  percentage,  which  he  ascertained,  he  adopted 
the  figures  on  income  as  we  set  them  out  in  our 
accounting  method  and  in  our  return.  He  did  not 
question  them.  He  adopted  them  and  used  them, 
so  he  took,  in  part,  at  least,  the  accrual  method 
which  we  used,  and  he  says  in  his  report  that  we 
did   use   the   accrual  method. 

He  then,  for  the  purpose  of  determining  the 
])e7'centage    of   profit   to   be    applied,   adopted   the 
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completed-contract  method.  [20]  He  looks  to  the 
ultimate  result  as  it  was  ascertained  in  1944  and 
lie  determines  that  we  made  so  much  profit  from 
each  of  these  contracts.  At  that  time  it  was  a 
known  fact,  had  become  a  known  fact.  He  used 
that  basis  for  the  purpose  of  determining  what  our 
profit  from  these  contracts  was.  When  he  did  that, 
he  did  the  very  thing  which  was  eliminated,  which 
might  have  been  permissible  under  Regulation  101, 
but  which  was  no  longer  permissible,  when  he 
attempted  to  adopt  that  theory;  in  other  words,  to 
take  the  completion  of  contract  information  and 
use  that  for  the  purpose  of  determining  the  basis 
for  the  purpose  of  determining  the  percentage 
of  profit. 

Then  he  adopted  a  third  method.  He  introduced 
and  used  in  connection  with  that  a  third  method, 
namely,  the  percentage-of-completion  method  by 
which  he  determines  the  amount  of  profit  as  related 
to  the  percentage  of  completion  of  the  contract.  So, 
we  have  this  hybrid  system  of  accounting  by  which 
he  arrives  at  his  determination  in  this  case,  which 
was  not  only  prohibited  by  the  Revenue  Act  in 
the  elimination  of  this  regulation,  but  decisions 
which  we  will  call  to  your  Honor's  attention  equally 
frowned  upon  it  and  prohibited  it  and  condemned 
it. 

Now,  we  say  that  was  an  arbitrary  method 
employed,  one  that  did  not  have  any  justification 
in  law  or  in  fact  and,  being  arbitrary,  whatever 
presumption  of  correctness  there  attaches  to  a 
Commissioner's  report  immediately  falls,  when  it 
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[21]  becomes  apparent  to  the  Court  that  an  unjusti- 
fied method  was  employed;  that  presumption  of 
correctness  then  falls,  and  there  is  nothing  upon 
which  to  justify  the  assessment  as  made,  and  it 
becomes   an   unlawful   assessment. 

The  Court:     When  did  he  pay  the  money? 

Mr.  Bischolf :  The  money  was  paid  in  1945,  after 
the  Revenue  Agent's  reports  were  made.  As  I  have 
pointed  out,  the  tax  was  assessed  and  we  paid  it. 
When  we  received  a  refund  of  $6500,  we  were 
required  to  file  a  claim,  but  in  that  claim  we  made 
the  specific  provision  that  it  was  being  done  under 
compulsion.  The  language  of  it  will  be  before  your 
Honor. 

Your  Honor  will  recall  in  the  case  of  the  United 
States  Supreme  Court  laid  down  the  doctrine  that, 
when  it  ])ecomes  apparent  to  the  Court  that  a 
method  or  system  was  employed  by  the  Commis- 
sioner in  determining  a  deficiency  which  had  no 
legal  foundation  in  law  or  in  fact,  the  deficiency 
assessed  upon  it  must  fall;  it  is  not  necessary  then 
for  the  taxpayer  to  go  on  and  establish  what  the 
deficiency  ought  to  be,  or  that  it  ought  to  be 
something  else. 

The  Court:     When  did  you  sue? 

Mr.  Bischoff:     I  beg  your  Honor's  pardon? 

The  Court:     When  did  you  sue? 

Mr.  Bischoff:  We  sued  in  1946,  in  early  1946, 
your  Honor.  This  case  has  been  pending  a  long 
time.   We  sued  shortly  after  f>ayment  was  made. 

The  Court:    Was  there  an  offer  to  compromise? 

Mr.  Bischoff:     One  of  the  reasons  for  the  lon<>- 
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time  in  the  case  coming  to  trial  is  that  there  were 
negotiations  for  compromise,  which  did  not  mater- 
ialize, although  they  thought  they  would  come  to 
an  understanding. 

As  I  stated  to  your  Honor  earlier,  the  crucial 
question  you  will  have  to  decide  is  the  meaning 
of  this  term  ''clearly  reflect  the  income."  When 
your  Honor  reads  the  Revenue  Agent's  report,  you 
will  see  that  he  construed  that  language  to  mean 
that  the  accounting  method  must  clearly  reflect 
the  income  for  any  given  year.  In  other  words, 
one  year  needs  in  itself  to  be  taken  out  by  itself. 
You  will  see  that  he  construed  that  to  mean  that 
the  accounting  method  had  to  clearly  reflect  the 
income  in  that  one  year,  and  his  whole  criticism 
of  our  accounting  method  is  predicated,  in  large 
measure,  if  not  almost  entirely,  upon  the  proposi- 
tion that  the  method  we  employed  does  not  clearly 
reflect  the  income. 

The  Court:  Why  was  it  necessary  for  you  in 
the  beginning  to  ask  for  permission  to  change 
your  method? 

Mr.  Bischoff:  The  statute  requires  permission. 
If  your  Honor  will  recall,  Mr.  Hammond,  indi- 
vidually, not  the  corporation,  was  on  a  cash  basis 
prior  to  1938.  When  he  dissolved  the  corporation 
and  was  going  to  continue  the  contracting  business 
in  his  own  name,  he  wanted  to  be  on  the  accrual 
method.  I  will  comment  on  that  in  a  minute.  [23] 

Since  he  was  himself  on  a  cash  basis,  he  was 
not  permitted  to  make  the  change  to  an  accrual 
basis  without  obtaining  permission  from  the  Com- 
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missioner.  That  is  the  regulation,  and,  so,  pursuant 
to  that,  he  applied  for  permission  and  got  it. 

One  of  the  reasons  why  it  was  claimed  we  were 
not  authorized  to  use  the  accrual  method  is  that  in 
1938  he  had  reported  the  balance  of  the  State 
Capitol  contract  on  the  percentage-of-completion 
basis.  He  was  performing  that  contract  individu- 
ally, not  as  a  corporation. 

Having  reported  in  1938  on  that  basis,  they  say 
that  we  were  compelled,  therefore,  to  continue  on 
that  basis  and  that  we  could  not  change  it,  but 
we  did  have  permission  of  the  Commissioner  to 
change  it. 

What  actually  happened  was  that,  while  we  had 
permission  to  use  the  accrual  method  in  1938,  the 
return  was  made — so   it   is   claimed  here — on  the 
percentage-of-completion  basis  to  be  consistent  with 
the  first  part  of  the  contract,  because  we  could  not 
report  a  part  of  the  contract  on  one  basis  and  the 
balance    of    the    contract    on    the    other.    We    are 
required  to  be  consistent,  but  our  contention  is  in 
that  respect  that,  even  if  there  had  been  a  deliber- 
ate violation  of  that  permission  in  1938,  which  was 
to  use  the  accrual  method  in  reporting  the  balance 
— that  using  the  percentage-of-completion  method, 
as  we  did,  instead  of  the  accrual  method,  which 
we  were  permitted  [24]  to  use,  assuming  that  we 
either  mistakenly  did  so  or  even  intentionally  did 
so,  that  would  not  preclude  us  from  obeying  the 
law  thereafter,   beginning  with   1939,   because  the 
only  permission   we   ever   had   was   to   go   on   the 
accrual  basis  so,  in  1938,  assiuning  that  the  method 
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of  reporting  income  for  that  year  was  not  the 
accrual  method,  on  the  accrual  method,  we  cer- 
tainly were  legally  obligated  to  pursue  the  legal 
method,  the  legal  method  being  the  method  which 
the  Commissioner  permitted  us  to  use  and,  having 
permitted  us  to  use  the  accrual  method,  we  could 
not  use  any  other.  Upon  that  narrow  ground  that, 
because  we  violated  the  law  in  1938,  Ave  should 
have  continued  to  violate  the  law  continuously 
thereafter — 

The  Court:  Hoav  did  you  happen  to  violate  it 
m  1938? 

Mr.  Bischo:ff:  I  have  tried  to  explain  that.  We 
do  not  say  it  was  a  violation.  I  was  just  using 
that  term  hjqDothetically.  Your  Honor  will  recall 
in  1938  the  only  contract  being  performed  was  the 
State  Capitol.  It  was  the  completion  of  a  contract 
begun  by  the  corporation  in  the  preceding  year. 
In  the  preceding  year  the  corporation  had  reported 
upon  a  percentage-of-completion  basis  so,  when 
the  balance  of  the  contract  had  to  be  reported,  they 
were  in  a  quandry.  Should  they  report  the  income 
on  the  percentage-of-completion  basis  to  be  con- 
sistent or  should  they  adopt  the  accrual  method, 
which  would  have  been  inconsistent? 

They  took  counsel,  and  they  were  advised  they 
would  have  to  be  consistent  because  they  could 
not  reflect  the  true  [25]  income  with  respect  to 
the  contract  otherwise.  Even  under  the  most 
extreme  view,  if  we  had  violated  the  law  in  that 
respect,  that  year,  or  had  mistakenly  used  that 
system  in  that  year,  we  would  not  be  legally  bound 
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to  continue  a  mistake  or  a  law  violation  thereafter. 
That  is  our  view  about  that  particular  phase  of 
it. 

They  go  on  to  say  that,  assuming  we  did  have 
permission,  we  did  not  carry  our  accounting  on 
an  accrual  liasis,  an  actual  accrual  basis  and, 
frankly,  your  Honor,  I  have  not  been  able  to 
ascertain  from  the  Revenue  Agent's  report  why 
that  method  was  not  an  accrual  method.  Perhaps 
a  statement  from  counsel  here  will  enlighten  us 
and  clarify  that  issue.  We  have  the  l^ooks  in  court 
and  the  accountants  who  kept  them  and  the  account- 
ants who  examined  them  and  they  will  testify  that 
the  accrual  system  was  adopted  and  carried  out 
in  every  respect. 

In  that  same  connection,  I  should  point  out  to 
your  Honor  that,  when  the  decisions  speak  of  the 
adoption  of  a  method,  generally  the  method  is  that 
errors  that  occur  in  the  normal  carrying  on  of 
accounting  do  not  determine  that  the  method  is 
improper  or  that  the  method  was  improperly 
adopted  or  used.  Errors  are  adjusted.  If,  for 
example,  an  item  of  several  thousand  dollars  \yas 
erroneously  accrued  in  one  year  and  should  have 
l^een  accrued  in  a  subsequent  year,  that  can  ])e 
adjusted,  but  it  does  not  change  or  affect  the 
method. 

In  a  very  recent  case,  which  I  think  will  be  con- 
trolling [26]  in  this  case,  the  case  of  Security 
Flouring  Mills  Company  against  the  Commissioner, 
the  Supreme  Court  opinion  set  at  rest,  once  and 
for  all,  all  controversy  as  to  the  meaning  of  this 
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term  ''clearly  reflect  the  income",  and  they  said, 
in  unmistakable  terms,  that  it  does  not  mean  that 
it  must  "clearly  reflect  the  income"  in  a  given 
year,  but  it  must  clearly  reflect  the  income  over 
the  period  of  years  during  which  a  contract  is  being 
IDerformed. 

The  Supreme  Court  also  points  out  that  both 
the  cash  and  accrual  methods  have  certain  defici- 
encies, because  they  said  in  every  business  inter- 
prise  it  happens  at  the  end  of  a  year  that  certain 
moneys  that  should  have  been  received  had  not 
been  received,  or,  in  some  years,  some  accounts 
that  should  have  been  accrued  have  not  been 
accrued.  There  is  always  a  hangover  by  reason 
of  certain  bills  not  having  been  received,  or  what- 
ever the  case  may  be  and,  as  a  result,  certain  mat- 
ters are  carried  over  from  one  year  into  the  other, 
w^hatever  system  is  employed  and  errors  resulting 
from  that  condition  do  not  mitigate  against  the 
adoption  of  one  or  the  other  method.  Whatever 
errors  may  creep  into  accounting,  through  human 
frailty,  are  subject  to  adjustment. 

The  Court:  Shall  I  hear  from  Mr.  AVinter 
now? 

Mr.  Bischoff:  I  think  I  have  about  stated  our 
position. 

Mr.  Winter:    There  is  one  further  issue. 

Mr.  Bischoff:  I  am  sorry.  There  is  one  other 
issue  in  [27]  the  case  which  is  unrelated  to  the 
method  of  accounting,  and  that  is  whether  a  part- 
nership existed  in  the  two  years  under  considera- 
tion, in  1942  and  1943,  between  Ross  B.  Hammond, 
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the  plaintiff,  and  his  son,  William  A.  Hammond. 
A  definite  issue  is  raised  as  to  that,  and  it  is 
claimed  that  there  was  no  partnership  in  reality, 
although  there  was  a  partnership  agreement. 

With  respect  to  that  particular  issue,  they  point 
out  that  there  was  absent  all  the  usual  indicia  of 
partnership;  for  example,  the  partnership  is  not 
disclosed  to  those  persons  to  whom  the  existence 
of  a  partnership  would  normally  be  disclosed,  as, 
for  example,  the  banker,  the  business  associates, 
that  is,  some  men  that  they  had  on  a  profit-sharing 
basis,  and  it  was  not  disclosed  to  the  bonding  com- 
pany, and  the  contracts  w^ere  taken  in  the  name  of 
Ross  B.  Hammond,  individually. 

A  great  many  circumstances  of  that  kind  are 
pointed  out  in  the  Revenue  Agent's  report  which, 
it  is  claimed,  shows  that  there  was  no  partnership 
in  fact  in  existence,  notwithstanding  the  fact  there 
was  a  written  partnership  agreement. 

There  is  but  one  answer  to  all  of  the  criticism  of 
that  partnership,  and  that  is  this:  The  intention 
of  Mr.  Ross  B.  Hanmiond  and  his  son,  William  A. 
Hammond,  to  enter  into  partnership  in  the  con- 
struction business  was  present  for  many  years; 
from  the  earliest  time  that  the  boy  was  going  to 
school  it  was  contemplated  that  he  was  to  become 
interested  with  his  father  [28]  in  the  contracting 
business,  as  a  partner.  His  education  was  chan- 
neled in  that  direction,  by  his  training  as  an 
engineer,  and  everything  else  was  dii'ected  to  that 
end.  It  had  been  the  subject  of  family  discus- 
sions for  years,  ])ut  when  it  came  time  to  actually 
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\)\\i  that  arrangement  into  o|)eration  Ross  B.  Ham- 
mond found  himself  in  a  very  embarrasing  situa- 
tion. 

Ross  B.  Hammond  had  at  the  time — and  this 
was  in  1942,  in  the  middle  of  the  ^Ya^,  wlien 
important  help  was  hard  to  get.  He  had  in  his 
employ  two  men,  Petersen  and  Mason,  who  had 
])ern  with  him  for  many  years.  The}'  had  grown 
up  in  the  contracting  business  and  had  become  his 
right  and  left  arms  and  hands.  They  were  the 
men  who  carried  on  the  physical  construction  of 
buildings  for  him,  became  invaluable  to  him,  cind 
unreplaceable  at  that  time  and  even  at  other 
thnes. 

These  two  men  were  clamoring  for  a  partnership. 
He  did  not  want  to  make  them  partners  for  i-ea- 
sons  of  his  own.  He  was  not  averse  to  giving 
them  adequate  profit-sharing  agreements  but  he  did 
not  want  to  make  them  partners,  preferring  that 
whatever  business  he  had  should  remain  in  the 
family  and,  so,  when  the  conclusion  was  reached 
to  make  the  boy  a  partner,  there  were  these  two 
men.  He  had  to  tell  them  that  he  did  not  want 
to  have  any  partners  but  wanted  to  be  a  lone 
operator;  on  the  other  hand,  he  wanted  his  son 
in  partnership  with  him,  so  he  had  to  keep  secret 
from  these  two  men  the  partnership  agreement. 

The  partnership  agreement  with  his  son  was 
made  on  [29]  the  same  date  as  the  written  profit- 
sharing  agreements  were  entered  into  with  these 
two  men.  These  two  men  had  had  very  large  respon- 
sibilities there  which  enabled  them  to  know  all  of 
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the  details  of  the  business.  They  signed  checks; 
they  negotiated  purchases  and  sales  and  did  many 
of  the  things  that  Mr.  Hammond  did  himself,  and 
it  was  necessary  for  him  to  conceal  from  them — 
not  only  not  to  tell  them  he  was  taking  the  son 
into  partnership  but  he  had  to  conceal  from  them 
the  sources  of  information  that  they  might  have 
access  to. 

It  happened  that  the  father-in-law  of  one  of 
these  men,  Mr.  Mason,  was  an  officer  in  a  bank 
with  which  Ross  B.  Hammond  did  business,  and 
he  knew  that  if  he  made  a  change  in  the  bank 
account  that  information  would  immediately  be 
communicated  to  Mason  and  he  would  become 
aware  of  it  and  there  would  be  trouble. 

Then  there  were  other  problems  that  intervened. 
We  were  at  war.  It  was  necessary  to  do  things  in  a 
hurry.  Part  of  that  time  Bill  Hammond  was  in 
the  Army;  part  of  the  time  he  was  out  of  the 
Army.  There  was  a  question  of  his  eligibility  and 
his  physical  disability  and,  in  making  contracts 
and  carrying  out  large  orders  where  there  were 
various  papers  that  had  to  be  signed,  if  Bill  Ham- 
mond was  a  member  of  the  partnership  and  the 
contract  had  been  taken  in  the  name  of  the  part- 
nership, it  would  have  been  necessary  to  have  the 
son's  signature  to  all  of  those  papers.  Practically 
all  of  the  contracts  w^re  with  [30]  the  Government. 
It  would  have  been  impossible  to  get  his  signature 
on  some  papers  and  there  would  be  delays,  inter- 
minable delays.  Then  there  was  the  question  of 
obtaining  bonds,  the  very  lifeblood  of  a  contractor. 
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The  lifeblood  of  a  contractor  is  ability  to  obtain 
bonds  for  his  contracts.  He  had  to  maintain  that 
relationship  with  the  bonding  company.  He  was 
advised  by  a  representative  of  the  bonding  com- 
pany with  whom  he  did  business  that  it  would  not 
be  desirable,  because  of  Bill's  military  obligations, 
for  him  to  be  a  member  of  the  partnership,  because 
he  would  have  to  sign  contracts,  he  would  have 
to  sign  ])onds,  he  would  have  to  sign  documents 
relating  to  contracts,  if  there  were  cancellations  or 
modifications  and  what  not. 

Therefore,  to  avoid  these  complications  during 
the  war,  the  existence  of  the  partnership  was  kept 
secret,  but,  as  between  themselves,  they  had  a 
written  contract,  and  they  made  their  adjustments 
on  a  partnership  basis.  Securities,  however,  were 
purchased  in  the  name  of  Ross  B.  Hammond,  but 
they  were  discussed  between  them,  and,  in  every 
sense,  as  between  them,  they  had  a  true  and  bona 
fid(^  partnership.  Ultimately  the  information  was 
divulged  to  Mason  and  Petersen  and  the  need  for 
secrecy  was  eliminated,  especially  after  Bill  was 
finally  discharged  from  the  Army  by  reason  of 
disability,  and  then,  of  course,  the  partnership  was 
made  known  and  an  assumed  name  certificate  was 
filed. 

The  law,  as  we  know,  has  recognized  secret  part- 
ners. [31]  There  are  many  instances  in  which 
men  with  capital  want  to  make  investments  in  a 
partnershi])  but,  for  reasons  of  their  own,  require 
their  identity  to  be  unknown.  Simply  because  they 
keep  that  partnership  agreement  secret  between 
themselves  would   not   affect   their  legal   relation- 
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ship  or  prevent  a  partnership  liability  to  accrue 
as  against  a  secret  partner. 

For  example,  if  the  Government  would  seek  to 
enforce  a  tax  liability,  they  would  not  have  hesi- 
tated to  proceed  against  William  Hammond  as  a 
partner,  notwithstanding  the  fact  that  the  partner- 
ship had  been  kept  a  secret  during  that  time.  They 
would  have  asserted  their  liability,  whether  the 
partnership  was  secret  or  open. 

We  can  realize,  of  course,  that  in  a  normal  case 
there  are  certain  pertinent  circumstances  which 
militate  against  a  secret  partnership,  but  where 
there  is  reason  for  that  secrecy  and  where  it  is 
in  good  faith,  then  your  Honor  will  have  to  con- 
clude that  the  absence  of  an  acknowledged  partner- 
ship is  not  significant  and  will  not  militate  against 
the  existence  of  a  partnership. 

Mr.  Winter:  Turning  to  the  second  issue  first, 
it  is  true,  as  counsel  has  suggested,  that  this  was 
to  ])e  a  most  secret  partnership.  As  a  matter  of 
fact,  it  was  not  until  1944  that  any  partnership 
returns  were  made.  The  partnership  was  even 
unknown  to  the  accountant  and  bookkeeper  for  Mr. 
Hammond. 

On  the  same  date  that  this  alleged  partnership 
agreement  [32]  was  entered  into,  the  son,  just 
recently  back,  executed  a  power  of  attorney  to  his 
father.  The  x>^i'tnership  agreement  speaks  of  $7500, 
which  was  the  salary  paid  to  him  prior  to  the 
formation  of  the  partnership. 

It  is  our  position,  of  course,  that  the  son  did  not 
contribute    any    more    service    or    contribute    any 
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more  than  the  salary  which  he  was  to  be  paid, 
$7500;  that  there  was  no  consideration  for  the 
partnership  agreement  other  than  a  gift  from  the 
father,  and  it  is  our  position  that  the  partnership 
was  invalid,  so  far  as  income  tax  purposes  are 
concerned. 

With  respect  to  the  first  issue:  This  is  not  the 
first  time  Mr.  Hammond  or  his  corporation  has 
had  difficulty  or  been  before  the  Court  with  respect 
to  this  accounting  practice. 

Prior  to  December  30,  1937,  Mr.  Hammond  oper- 
ated in  the  form  of  a  corporation.  Prior  to  1933 
the  corporation  kept  its  books  and  reported  its 
income  upon  the  completed-contract  basis.  In  other 
words,  they  waited  until  the  end  of  the  contract 
had  been  completed,  and  the  profit  was  then 
reported.  Without  securing  the  consent  or  permis- 
sion of  the  Commissioner,  after  1933  they  reported 
and  prepared  the  returns  on  the  percentage-of- 
completion  basis.  The  Commissioner  denied  them 
the  right  to  so  report,  not  having  secured  the  prior 
permission  and  consent,  and  he  went  to  the  United 
States  Tax  Court,  then  the  Board  of  Tax  Appeals, 
and  they  said  he  could  not  change  the  [33]  basis. 

As  of  December  31,  1938,  the  Commissioner  did 
authorize  Mr.  Hammond  to  report  his  tax  on  an 
accrual  basis.  When  the  matter  was  investigated 
by  the  Internal  Revenue  Department,  while  the 
books  were  purportedly  kept  on  an  accrual  basis, 
nevertheless  the  contracts  and  returns  were  on  a 
percentage-of-completion  basis,  or  a  hybrid  basis. 
It  was  not  an  accrual  basis  nor  was  it  a  true 
percentage-of-completion  basis. 


Ross  B.  Hammond  85 

For  example,  if  the  Court  please,  there  was  no 
inventory  or  no  consideration,  as  required  by  the 
Regulations,  given  to  work  which  had  not  been 
completed  but  was  in  process  as  of  the  end  of 
the  year,  nor  to  equipment  or  material  which  had 
been  accrued  on  the  books. 

Because  their  accounts  did  not  clearly  reflect 
the  income,  it  was  necessary  for  the  Commissioner 
to  ''recap"  or  readjust  the  report  so  that  it  did 
clearly  reflect  the  income  for  the  particular  year. 

For  example,  the  taxpayer  had  a  contract  for 
the  Troutdale  Aluminum  Plant,  what  is  known  as 
Contract  No.  208.  In  1941,  the  taxpayer  reported 
income  received  of  some  $59,000  and  showed  a 
profit  of  $23,844.25;  in  other  words,  almost  50  per 
cent  profit  in  that  one  year  on  that  contract.  Com- 
ing to  the  next  year,  although  the  taxpayer  shows 
income  received  of  $1,036,522.10,  he  shows  a  loss 
of  $20,786.73,  so  the  only  supposition  is,  if  the 
Court  please,  that  during  the  year  1942  [34]  there 
must  have  been  a  great  deal  of  uncompleted  work 
for  which  they  could  not  bill  the  Government  in 
connection  with  that  contract. 

Taking  the  next  year,  1943,  instead  of  $1,000,000 
income,  they  show  $274,431.59  and  they  show  a 
profit  as  per  their  books  of  $93,936.62. 

No  inventory  was  taken  as  to  how  much  material 
was  on  hand  on  any  particular  job  at  the  end  of 
the  year,  and  the  regulations  specifically  say  that 
must  be  taken  into  consideration.  It  clearly  appears 
that  the  method  of  accounting  and  the  returns  did 
not  clearly  reflect  the  income  and  the  Commissioner 
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is  authorized,  by  the  statute  and  regulations,  to 
adopt  a  method  which,  in  his  opinion,  more  clearly 
reflects  the  income. 

The  burden  is  upon  the  plaintiff  to  show  that  his 
books  and  records  and  returns  clearly  reflect  the 
income. 

The  accounts  in  connection  with  the  Troutdale 
Aluminum  Plant  present  the  most  glaring  example 
of  distortion  of  income.  All  the  rest  of  them  show 
substantially  the  same  but  not  in  quite  as  large 
a  percentage.  No  consideration  was  given  to  any 
materials  which  had  been  ordered  and  which  were 
on  the  job  at  the  end  of  the  year.  There  is  no 
way  for  us  to  go  back  six  or  seven  years,  now, 
and  show  what  amount  of  materials  was  on  hand 
or  what  percentage  of  the  contracts  was  completed 
on  a  given  date. 

There  is  one  other  matter,  your  Honor.  There  is 
no  [35]  issue  as  to  the  gross  receipts  from  all  of 
these  construction  contracts.  We  do  deny  the  plain- 
tiff has  reported  his  full  income,  what  he  has 
accrued.  The  burden  is  upon  him,  however,  to  show 
that  he  has  overpaid  the  tax  and  that  he  has  taken 
proper  deductions  and  credits.  The  record  will 
show  that  in  arriving  at  the  partnership  income 
there  was  deducted,  as  an  accrual,  some  $86,635 
in  1942  and  $77,360.30  for  the  year  1943.  That  arises 
under  these  facts,  if  the  Court  please: 

Mr.  Mason  and  Mr.  Petersen,  plaintiff's  em- 
ployees, were  key  employees  and  Mr.  Hammond's 
managers  of  his  construction  contracts.  They  did 
not  know  about  the  partnership  agreement.  They 
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have  agreements  with  Ross  B.  Hammond,  doing- 
business  as  Ross  B.  Hammond  Co.,  and  not  with 
the  partnership,  although  the  agreement  is  pur- 
ported to  have  been  executed  on  the  same  date  as 
the  partnership  agreement  with  the  boy.  Yet,  it 
makes  no  reference  to  the  partnership  and,  as 
explained  by  counsel,  it  was  intended  that  no  one 
would  know  about  the  partnership  except  Mr.  Ham- 
mond and  his  son. 

Under  these  agreements,  Mr.  Hammond,  as  sole 
jDroprietor,  agreed:  "The  first  party  hereby  agrees 
that  he  will  pay  for  the  services  of  the  second 
party  by  permitting  him  to  participate  in  the  net 
profits  of  the  operation  of  first  party's  construc- 
tion business  upon  the  basis  of  fifteen  per  cent  of 
the  profits  earned  each  calendar  year,  after  all 
operating,  financing,  administrative,  and  other  like 
expenses  [36]  have  been  deducted,  but  before 
deduction  of  State  and  Federal  income  taxes." 

Petersen  was  permitted  to  draw  only  $7500, 
which  was  his  usual  salary.  The  other  man.  Mason, 
had  $10,000.  However,  under  the  agreements  they 
were  required  to  leave  the  balance  in  the  business, 
and  only  in  the  event  that  they  left  the  employ, 
and  under  certain  terms  and  conditions,  could  they 
ever  withdraw  this  profit,  which  was  going  into 
the  business.  In  other  words,  it  is  our  position 
that  at  no  time  did  they  have  the  right  to  receive 
payment  of  that  money  and,  therefore,  it  was  not 
properly  accrued  as  an  item  of  expense  on  the 
books  and,  therefore,  that  is  additional  income.  I 
believe  the  burden  is  on  the  plaintiff  to  show  that 
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he  did  not  receive  that  additional  income.  Otherwise 
plaintiff  is  not  entitled  to  recover  in  this  case.  I 
think  that  explains  our  position  on  that,  if  the 
Court  please. 

Mr.  Bischolf :  May  I  make  one  or  two  observa- 
tions with  respect  to  the  matter  now  suggested  so 
that  your  Honor  will  know  our  views? 

First,  let  me  state  to  your  Honor  that  I  do  not 
quite  understand  the  reference  to  Mr.  Hammond's 
prior  tax  troubles.  Counsel  knows  that  the  only 
sin  Mr.  Hammond  was  guilty  of  in  that  case  was 
the  technical  one  of  not  having  obtained  permission 
from  the  Commissioner  to  change  the  method  of 
accounting.  They  were  going  to  make  a  change  in 
the  method  of  accounting  and  they  felt  they  had 
a  right  to  do  that  without  having  permission.  [37] 
It  was  not  determined  that  he  was  actually  guilty 
of  any  wrongdoing.  In  fact,  at  that  time  it  was  a 
question  of  a  bad  method  of  accounting,  because 
we  did  not  know  the  requirements,  that  permis- 
sion had  to  be  obtained.  They  were  saddled  with  a 
tax  liability  and  that  was  the  sin  committed,  and 
that  was  the  tax  trouble  that  counsel  wants  your 
Honor  to  have  in  mind  so  your  Honor  would  be 
prejudiced  against  Mr.  Hammond  by  reason  of 
this  prior  tax  trouble. 

We  tried  to  avoid  that  sin  in  this  case,  because 
when  we  made  the  change-over,  dissolving  the  cor- 
poration, and  Mr.  Hammond  went  on  a  cash  basis; 
and  he  wanted  to  go  on  an  accrual  basis,  and  we 
applied  for  permission  and  got  it.  That  was  the 
sin  involved. 
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With  respect  to  tlie  charge  that  is  now  made, 
and  that  is  not  set  forth  in  the  Revenue  Agent's 
report,  that  we  understated  our  income  by  reason 
of  the  credit  which  was  given  to  the  profit-sharing- 
agreements  to  Mason  and  Petersen:  He  tells  us 
that  in  those  tw^o  years  we  accrued  that,  not  as 
income  but  as  a  deduction.  He  says  we  understated 
our  income.  There  is  no  question  of  income  in- 
volved. We  took  as  a  deduction  the  share  of  tlie 
profits  which  these  tw^o  men  became  entitled  to 
under  their  agreements.  It  was  only  accrued  on 
our  ]:)ooks.  Nevertheless,  we  had  to  credit  Mason 
and  Petersen  with  that  profit  in  those  years 
because,  under  our  contracts  with  them,  we  had 
to  determine  their  profit  on  the  same  basis  a.s' 
Mr.  Hammond  [38]  kept  his  books  so,  having 
])ecome  liable  to  them  by  virtue  of  the  contracts 
for  the  share  of  profit  to  be  determined  according 
to  how  these  books  were  kept,  having  become  liable, 
it  ])ecame  a  deduction;  we  were  compelled  to  accrue 
it  in  that  year.  So  far  as  deductions  are  concerned, 
it  is  an  obligation  to  pay,  and  if  we  had  not 
accrued  those  two  items  in  those  tw^o  years,  we 
would  forever  have  been  barred  from  getting  the 
benefit  of  that  deduction. 

The  Court:     Did  you  pay  those  amounts? 

Mr.  Bischoff:  One  man  has  been  paid  in  full 
and  one  man  has  been  paid  off  partially,  almost 
in   full. 

Mr.  Winter:  Was  that  in  stock  of  the  corpora- 
tion? 

Mr.   Bischoff:     No,   in  money,   in  hard   cash. 
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Mr.   Winter:     They  do  not  report  it  here. 

Mr.  Bischoff:  They  were  not  obliged  to  report 
it  last  year,  because  these  men  were  not  on  the 
accrual  basis.  They  were  on  a  cash  basis.  They 
reported  it  when  they  got  it,  but  we  were  com- 
IDelled  to  report  it  as  a  deduction  in  the  year  when 
we  became  obligated  for  it. 

Counsel  mentioned  something  about  failure  to 
keep  an  account  of  materials  on  hand  and  of 
expenditures  made  during  a  given  year.  Under  the 
accrual  method,  your  Honor,  that  would  have  noth- 
ing to  do  with  the  reporting  of  profit  and  the  ques- 
tion of  loss  in  a  given  year,  because  it  is  only  the 
right  to  receive  that  accrues  income  to  us — not 
when  we  received  it.  [39] 

We  may  spend,  in  a  given  year,  $100,000  towards 
the  performance  of  a  contract  but  if,  under  the 
contract,  we  are  not  entitled  to  receive  payment 
of  that  $100,000,  by  reason  of  some  contractual 
provision  which  defers  payment  to  some  other 
time,  the  liability  has  accrued  then,  your  Honor. 
We  have  got  to  report  it  under  the  decisions  and 
under  the  Act  in  the  year  in  which  it  became  an 
account  receivable  and  billed  as  such. 

Your  Honor  is  familiar  with  Government  con- 
tracts and  with  the  fact  that  they  contain  a  pro- 
vision for  monthly  estimates;  they  contain  exten- 
sive provisions  as  to  how  the  monthly  estimates  are 
to  be  arrived  at.  They  have  to  be  certified  by  the 
engineer. 

When  that  is  done,  our  right  to  receive  that 
payment  has  accrued,  regardless  of  when  the  Gov- 
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oriiment  sees  fit  to  pay  us.  Sometimes  the  Govern- 
ment pays  very  soon  after  the  monthly  estimates 
are  made  and  sometimes,  because  of  the  red  tape 
in  governmental  operation,  it  takes  three  months 
or  more  to  get  a  payment,  but  the  right  to  receive 
the  payment  accrued  under  the  contract  when  the 
engineer  approved  the  monthly  estimate.  That  is 
why  we  had  to  set  it  up  on  the  books  on  the  accrual 
system.  We  could  not  do  it  in  any  other  way,  so  it 
does  not  make  any  difference  whether  we  had  any 
materials.  We  had  to  take  the  deduction  in  the 
year  in  which  the   liability   arose. 

Of  course,  it  does  unbalance  the  income  in  any 
given  year,  as  the  courts  point  out,  but  in  the  end 
the  situation  [40]  rights  itself  because,  if  he  takes 
a  deduction  for  $100,000  worth  of  material  in  the 
year  in  which  he  incurred  the  liability,  he  cannot 
take  it  in  the  subsequent  year  when  he  actually 
pays  it.  On  the  other  hand,  if  he  accrues  an  account 
receivable  as  income  in  a  year  when  he  did  not 
get  the  money,  he  cannot  take  it  as  income  the  next 
year  when  he  actually  did  receive  the  money.  As 
the  courts  point  out,  including  the  Supreme  Court 
of  the  United  t Sates,  these  methods  equalize  them- 
selves. 

Counsel  lays  some  stress  upon  the  failure  to  keep 
an  account  of  the  inventory  and  work  in  progress. 
He  says  the  regulations  require  it.  I  challenge  him 
to  submit  to  your  Honor  any  regulation  requiring 
such  accounting  under  the  accrual  system  pertain- 
ing to  contract  work. 

There  is  a  regulation  that  deals  with  that,  and 
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that  will  be  called  to  your  Honor's  attention.  I 
will  call  it  to  your  Honor's  attention  now. 

Section  41-3  deals  specifically  with  accounting 
methods  to  be  employed  where  the  purchase  and 
sale  of  material  is  a  profit-producing  factor,  like 
from  merchandising,  a  grocery  store,  for  instance, 
to  the  manufacture  of  lumber  and  so  forth.  Here 
is  what  it  says: 

"In  all  cases  in  which  the  production,  purchase 
or  sale  of  merchandise  of  any  kind  is  an  income- 
X)roducing  factor,  inventories  of  the  merchandise 
on  hand  (including  finished  goods,  work  in  pro- 
cess, raw  materials  and  supplies)  should  be  [41] 
taken  at  the  beginning  and  end  of  the  year  and 
used  in  computing  the  net  income  of  the  year." 

There  is  the  regulation  and,  by  its  very  terms, 
is  limited  to  that  kind  of  taxpayer,  namely,  one 
who  is  buying  and  selling  merchandise,  manufac- 
turing merchandise  for  sale,  and  so  forth.  A  con- 
tractor is  not  in  that  class.  A  contractor  does  not 
sell  cement ;  a  contractor  does  not  sell  steel ;  a 
contractor  does  not  sell  wire  and  the  other  materials 
which  go  into  the  building  of  a  building;  and, 
when  he  is  on  an  accrual  basis,  it  does  not  make  any 
difference  how  much  merchandise  he  has  got  on 
hand.  The  pertinent  and  relevant  fact  is:  How 
much  of  an  obligation  have  you  incurred  in  the 
purchase  of  merchandise  and  materials?  If  you 
have  incurred  an  obligation,  you  must  take  it  as 
a  deduction  in  the  year  in  which  you  incurred  it. 
If  you  have  used  that  merchandise  to  a  point  where 
you  are  entitled  to  be  reimbursed  for  it  by  the 
owner,  you  can  bill  him  with  the  absolute  right 
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to  demand  payment,  and  yon  must  accrne  it  aK 
revenne  or  as  income  that  year.  It  does  not  mak(- 
any  ditference  how  mnch  extra  oi'  excess  material 
there  may  be  on  hand. 

I  want  to  take  sharp  issue  with  counsel  when 
lie  says  we  had  accrued  on  our  boosk  as  incom;> 
moneys  expended  for  merchandise  and  materials 
that  had  not  been  used  up  so  we  could  not  render 
a  bill  for  it.  If  we  could  not  render  a  bill,  we 
could  not  accrue  the  item  because  we  had  no  right 
to  receive  [42]  payment,  and  that  is  the  basis  of 
income,  the  right  to  receive.  If  the  contract  says 
we  are  entitled  to  payment  when  a  building,  for 
instance,  is  completed,  we  cannot  be  paid  when  it 
is  only  partially  completed.  There  can  never  be 
an  accrual  in  any  case  where  we  have  not  the 
absolute  right  to  render  a  bill  with  the  expectation 
and  the  right  to  receive  payment. 

I  think  those  are  the  issues  that  have  been  raised, 
challenging  our  accrual  method,  your  Honor. 

Mr.  Winter:  They  say  they  are  on  an  accrual 
basis  but,  if  so,  the  income  has  to  be  accrued 
as  the  statute  and  regulations  say.  If  the  method 
which  the  taxpayer  uses  does  not  clearly  reflect 
income,  he  must  use  a  method  which  does  clearly 
reflect  income.  By  this  method  they  have  not  done 
so. 

Counsel  has  now  admitted  that  there  is  a  great 
distortion  of  income.  All  the  Commissioner  did  was 
to  set  up  the  records  so  that  they  could  report  on 
a  percentage-of-completion  basis,  percentage  of  the 
profit  to  the  costs  which  were  expended,  and  that 
is  the  only  fair  and  the  only  reasonable  method 
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which  could  be  adopted  under  the  circumstances. 

The  Court:  Suppose  we  recess  now,  and  then 
you  gentlemen  come  back  at  2:30  to  mark  your 
exhibits. 

(Recess.)    [43] 

The  pre-trial  conference  in  the  above-entitled 
cause  was  resumed  at  2:30  o'clock  p.m.,  Monday, 
January  12,  1948. 

Pre-trial  Exhibits  were  thereupon  marked  as 
follows : 

PLAINTIFF'S  PRE-TRIAL  EXHIBITS 

Mr.  Bischoff:  I  offer  in  evidence,  as  Plaintiff's 
Pre-trial  Exhibit  No.  1,  letter  dated  July  7,  1938, 
from  the  office  of  the  Commissioner  of  Internal 
Revenue  to  Ross  B.  Hammond,  signed  '' Milton  E. 
Carter,  Acting  Commissioner",  granting  permis- 
sion to  adopt  the  accrual  method  of  accounting 
beginning  with  the  taxable  year  ending  December 
31,  1938. 

(Letter  dated  July  7,  1938,  Commissioner  of 
Internal  Revenue  to  Ross  B.  Hammond,  there- 
upon marked  Plaintiff's  Pre-trial  Exhibit  No. 

Mr.  Bischoif:  I  offer  as  Plaintiff's  Pre-trial 
Exhibit  No.  2  bill  of  sale,  from  Ross  B.  Hammond 
to  William  A.  Hammond,  of  25  per  cent  undivided 
interest  in  the  business  of  Ross  B.  Hammond  Co., 
dated  February  3,  1942. 

(Bill  of  Sale,  R.  B.  Hammond  to  William 
A.  Hammond,  dated  February  3,  1942,  there- 
upon marked  Plaintiff's  Pre-trial  Exhibit  No. 
2.) 
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Mr.  AYinter:  We  admit  the  execution  of  the 
instrument  but  deny  that  it  has  any  legal  effect; 
and  it  is  not  binding-  on  the  United  States  or  the 
defendant  Collector.  [44] 

Mr.  Bischoff:  I  offer  as  Plaintiff''s  Pre-trial 
Exhil)it  No.  3  contract  or  agreement  and  articles 
of  partnership  between  Ross  B.  Hammond  and 
William  A.  Hammond,  dated  February  3,  1942, 
being  the  partnership  agreement  between  the  par- 
ties. 

Mr.  Winter:  We  admit  the  execution  of  the 
agreement  but  as  to  whether  or  not  it  was  executed 
on  the  date  it  bears  we  insist  on  strict  proof  and 
object  to  it;  it  is  not  binding  on  the  United 
States  or  the  defendant  Collector. 

(Agreement    and    Articles    of    Partnership 
dated  February  3,  1942,  between  Ross  B.  Ham- 
mond  and   William   A.    Hammond   thereupon 
marked  Plaintiff's  Pre-trial  Exhibit  No.  3.) 
Mr.   Bischoff:     I   offer   as   Plaintiff's   Pre-trial 
Exhibit  No.  4  agreement  between  Ross  B.   Ham- 
mond, doing  business  as  Ross  B.  Hammond  Co., 
and  Henry  Mason,  dated  February  3,  1942. 
Mr.  Winter:     We  have  no  objection. 

(Agreement  dated  February  3,  1942,  between 
Ross    B.    Hammond    and    Henry    M.    Mason, 
thereupon  marked  Plaintiff's  Pre-trial  Exhibit 
No.  4.) 
Mr.   Bischoff:      I   oft'er   as   Plaintiff's   Pre-trial 
Exhibit  No.  5  agreement  between  Ross  B.  Ham- 
mond and  A.  V.  Petersen,  dated  February  3,  1942. 
Mr.  Winter:     No  objection. 
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(Agreement  dated  February  3,  1942,  between 
Ross  B.  Hammond  and  A.  V.  Petersen  there- 
upon [45]  marked  Plaintiff's  Pre-trial  Exhibit 
No.  5.) 
Mr.    Bischoff:      I    call    for    the    production    of 
original  income  tax  returns  of  Ross  B.  Hammond 
for  the  tax  years  1938  to  1944,  inclusive. 

Mr.  Winter:  You  realize  that  these  cannot  be 
left  in  court.  They  cannot  be  out  of  the  hands 
of  the  Commissioner.  I  have  them  here  right  now, 
but  copies  will  have  to  be  substituted  for  the 
originals. 

Mr.  Bischoff:  It  will  be  agreeable  to  the  plain- 
tiff that  the  defendant  may  substitute  photostatic 
copies  of  the  returns  in  lieu  of  the  originals. 

(Plaintiff's  Pre-trial  Exhibit  No.  6  reserved 
for  income  tax  returns  of  Ross  B.  Hammond 
for  the  years  1938  to  1944,  inclusive.) 
Mr.  Bischoff:     May  we  stipulate  that  we  may, 
for    the    time    being,    use    the    retained    copy,    the 
taxpayer's  retained  copy  for  the  year  1944,  with 
the  understanding  that  you  will  supply  a  photo- 
static copy  of  the  original  before  the  close  of  the 
trial  or  while  the  Court  has  the  case  under  advise- 
ment f 

Mr.  Winter:  I  haven't  any  objection  ^o  using 
your   copy. 

Mr.  Bischoff:  We  have  another  copy  for  oui 
use. 

Mr.  Winter:  If  you  will  put  it  in  there,  I  will 
have  it  photostated,  and  we  will  have  that  done 
also. 


Ross  B.  Hammond  97 

Mr.  Bischoff:  All  right.  I  will  lend  you  now 
the  taxpayer's  [46]  retained  copy  of  the  1944 
return,  and  that  may  now,  for  the  present,  be 
used  in  lieu  of  the  original,  with  permission  to 
the  Government  to  substitute  a  photostatic  copy, 
a  certified  copy. 

Mr.  Winter:  A  photostatic  copy.  It  does  not 
have  to  be  certified.  The  only  objection  is  that  it 
is  incompetent,  irrelevant  and  immaterial. 

Mr.  Bischoft":  I  call  for  the  production  of  the 
partnership  returns  for  the  years  1942  to  1944, 
inclusive. 

Mr.  Winter:  I  only  have  the  returns  for  1942 
and  1943.  Have  you  got  a  copy  of  the  1944  return? 

Mr.  Bischoff :    I  have  a  copy  of  the  1944  return. 

Mr.  Winter:  We  will  have  it  photostated,  the 
same  as  the  other. 

Mr.  Bischoff:  We  will  stipulate  that  plaintiff's 
retained  copy  may,  for  the  present,  be  used  in  lieu 
of  the  original,  with  the  understanding  that  the 
defendant  will  cause  a  photostatic  copy  to  be  sub- 
stituted for  the  retained  copy  and  the  retained 
copy  returned  to  the  plaintiff. 

I  offer  in  evidence  as  Plaintiff's  Pre-trial 
Exhibit  No.  7  the  partnership  return  for  the  years 
1942,  1943  and  1944. 

Mr.  Winter:  We  have  no  objection  to  the 
returns,  as  such,  having  been  filed,  but  we  deny 
that  the  partnership  did  in  fact  exist.  However, 
we  admit  that  the  returns  were  filed  with  the 
Collector  as  shown  thereon.   [47] 
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(Plaintiff's  Pre-trial  Exhibit  No.  7  reserved 

for   partnership   income   tax   returns    for   the 

years  1942,  1943  and  1944.) 

Mr.  Blschoif :     I  call  for  the  production  of  the 

returns   of   William   A.   Hammond   for   the   years 

1942,  1943  and  1944. 

Mr.  Winter:     I  have  those. 
Mr.  Bischoft' :    We  can  make  the  same  stipulation 
as  to  photostating? 
Mr.  Winter:     Yes. 

Mr.  Bischoft':  I  offer  as  Plaintiff's  Pre-trial 
Exhibit  No.  8  the  individual  income  tax  returns 
of  William  A.  Hammond  for  the  years  1942,  1943 
and  1944.  Is  there  any  objection? 

Mr.  Winter:  No  objection  except  that  they  are 
incompetent,  irrelevant  and  immaterial  to  any 
issue  in  this  case. 

(Plaintiff's  Pre-trial  Exhibit  No.  8  reserved 

for  individual  income  tax  returns  of  William 

A.    Hammond   for   the   years   1942,    1943   and 

1944.) 

Mr.  Bischoff:     I  call  for  the  production  of  the 

assessment  of  the  tax  deficiency  made  for  the  years 

1938    to    1943,    inclusive,    and    covering    payments 

representing  the  assessment  which  is  the  subject 

matter  of  this  litigation. 

Mr.  Winter:  We  have  here,  Mr.  Bischoff,  the 
certificate  of  the  Collector  certifying  the  assess- 
ment and  pajTuents  during  1938  through  1943, 
which  includes  or  shows  the  assessment  for  [48] 
the  year  1943,  which  is  the  subject  of  this  suit. 
The  other  assessments  and  pajrments  are  not  mater- 
ial. I  don't  think  any  issue  has  been  raised. 
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Mr.  Bischoff:  No.  I  notice,  Mr.  Winter,  on  tlie 
last  page  under  the  year  1943,  in  the  column  headed 
''Paid,  abated  or  credited"  there  appears  an  item 
under  date  of  August  18,  1945,  $6,554.03  credited. 

Mr.  Winter:     Yes. 

Mr.  Bischoff:     Does  that  represent  the  refund? 

Mr.  Winter:  That  is  the  refund  which  was 
credited  that  year;  credited  on  the  tax  liability 
for  1943.  The  balance  of  the  assessment  or  $150,- 
592.87  was  paid  on  August  17,  1945,  under  "Un- 
identified Account",  the  reason  for  that  being  that 
the  assessment  had  not  been  received  at  the  date 
of  that  payment. 

Mr.  Bischoff:  In  other  words,  may  the  record 
show  the  actual  payment  was  received  prior  to 
August  17,  1945,  but  was  held  in  abeyance  until 
the  application  of  the  payment  was  determined  by 
the  Commissioner  and  was  thereafter  entered  as 
of  August  17,  1945? 

Mr.  Winter:  No,  it  was  paid  on  August  17, 
1945,  in  the  unidentified  account. 

Mr.  Bischoft' :  With  the  understanding  that  the 
date  appearing  on  the  last  item,  8/17/45,  represents 
the  date  when  the  payment  was  made  by  the  plain- 
tiff, it  may  be  stipulated  that  the  certificate  offered 
may  be  used  in  lieu  of  the  original  assessment  [49] 
and  record  of  payment. 

Mr.  Winter:  Yes.  That  shows  a  certificate  of 
the  assessments  and  payment. 

Mr.  Bischoff:  Yes.  I  now  offer  this  certificate 
as  Plaintiff's  Pre-trial  Exhibit  No.  9. 

Mr.   Winter:      No   objection. 
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(Certificate  of  Assessments  and  Payments 
1938  to  1943,  inclusive,  thereupon  marked 
Plaintiff's  Pre-trial  Exhibit  No.  9.) 

Mr.  BischofP:  I  now  call  for  the  production  of 
the  claim  for  refund,  Form  843,  for  the  sum  of 
$6,536.10. 

Mr.  Winter:  I  have  a  photostat  of  that,  Mr. 
Bischoff. 

Mr.  Bischoff:     If  you  will  show  it  to  me. 

Mr.  Winter:     Yes. 

Mr.  Bischoff:  Let  the  record  show  that  counsel 
for  the  defendant  is  tendering  in  lieu  of  the  original 
a  photostatic  copy  of  the  claim. 

Mr.  Winter:  I  have  the  original  here,  Mr.  Bis- 
choff. 

Mr.  Bischoff:     In  lieu  of  the  original. 

Mr.  Winter:  I  have  the  original  in  court  and 
we  are  asking  leave  to  substitute  a  copy.  You  have 
no  objection'? 

Mr.  Bischoff:  I  have  no  objection  to  the  sub- 
stitution of  a  copy. 

Mr.  Winter:     Do  you  want  to  see  the  original? 

Mr.  Bischoff:  No;  if  you  will  tell  me  that  is  a 
true  copy,  [50]  that  will  be  sufficient,  Mr.  Winter. 
Do  you  want  to  make  that  statement? 

Mr.  Winter:  Yes.  It  is  right  here.  Here  is  the 
original. 

Mr.  Bischoff:  We  now  offer  as  Plaintiff's  Pre- 
trial Exhibit  No.  10  the  claim  for  refund  for  the 
sum  of  $6,536.10,  dated  January  16,  1945. 

(Photostatic  copy  of  claim  for  refund,  Ross 
B.  Hammond,  dated  January  16,  1945,  in  the 


Boss  B.  Hammond  101 

amount  of  $6,536.10,  thereupon  marked  Plain- 
tiif's  Pre-trial  Exhibit  No.   10.) 

Mr.  Bischoff:  I  call  for  the  production  of  the 
claim  for  $150,592.87,  dated  August  22,  1945.  You 
have  tendered  a  photostatic  copy,  Mr.  Winter,  and 
I  would  like  to  check  it  with  the  original. 

Mr.  Winter:     Here  is  the  original  right  here. 

Mr.  Bischoff:  Let  the  record  show  that  counsel 
for  the  defendant  has  jjroduced  a  photostatic  copy 
of  the  document  called  for  and  represents  that  it 
is  a  true  copy,  and  I  now  offer  it  as  Plaintiff's 
Pre-trial  Exhibit  No.   11. 

Mr.  Winter:     No  objection. 

(Photostatic  copy  of  claim  for  refund,  Ross 
B.  Hammond,  dated  August  22,  1945,  in 
amount  $150,592.87,  thereupon  marked  Plain- 
tiff's  Pre-trial  Exhibit  No.   11.) 

Mr.  Winter:    The  original  claim  is  here  in  court. 

Mr.  Bischoff:  I  now  call  for  the  production  of 
the  Revenue  Agent's  reports  of  the  audit  of  the  in- 
come tax  returns  of  Ross  B.  Hammond  for  the  tax 
year  1938,  one  being  dated  January  24,  1940,  and 
the  other  being  dated  January  27,  1941. 

Mr.  Winter:  I  do  not  have  those.  The  report 
was  furnished  to  you.  Have  you  got  the  report 
there'?  I  have  no  objection  to  using  a  copy.  You 
have  the  original,  though. 

Mr.  Bischoff:  I  don't  know  whether  we  got  the 
originals  or  copies,  to  tell  you  the  truth,  but  we 
have  copies,  I  think. 

I  offer  as  Plaintiff's  Pre-Trial  Exhibit  No.  12  the 
Revenue  Agent's  report  for  the  tax  year  1938,  dated 
January  24,  1940. 
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Mr.  Winter:  We  object  to  it  except  as  the  Com- 
missioner may  have  followed  the  computations.  The 
Revenue  Agent's  report  manifestly  is  not  evidence 
except  to  show  the  basis  upon  which  the  Commis- 
sioner determined  the  tax  liability. 

Mr.  Bischoff:  Is  there  any  question  about  the 
authenticity  ? 

Mr.  Winter:  No,  we  admit  that  it  is  a  report 
furnished  to  the  taxpayer  upon  completion  of  the 
examination,  showing  the  basis  of  the  Agent's  find- 
ings which  may  or  may  not  be  accepted  by  the  Com- 
missioner in  all  respects.  It  has  no  value  except 
to  show  the  basis  upon  which  the  Commissioner  may 
have  acted. 

(Revenue  Agent's  report  dated  Jan.  24,  1940, 

addressed  to  Ross  B.  Hammond  and  signed  by 

Internal  Revenue  Agent  in  Charge,  thereupon 

[52]  marked  Plaintiff's  Pre-Trial  Exhibit  No. 

12.) 

Mr.   Bischoff:     I   offer   as   Plaintiff's   Pre-Trial 

Exhibit   No.   13,  Revenue  Agent's  report  for  the 

year  1938,  dated  January  27,  1941. 

Mr.  Winter:  I  object  to  it  as  incompetent,  ir- 
relevant and  immaterial,  not  within  any  issue  in  this 
case. 

Mr.  Bischoff:  Any  question  about  its  authen- 
ticity^ 

Mr.  Winter:  No.  It  apparently  is  a  report  fur- 
nished to  the  taxpayer  covering  that  year. 

(Revenue  Agent's  report  dated  January  27, 
1941,  addressed  to  Ross  B.  Hammond  by  Inter- 
nal Revenue  Agent  in  Charge,  for  year  1938, 
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thereupon    marked    Plaintiff's    Pre-Trial    Ex- 
hibit No.  13.) 
Mr.   Bischoff:     I   offer   as   Plaintiff's   Pre-Trial 
Exhibit  No.  14  Revenue  Agent's  report  for  the  tax 
year  1939,  dated  January  27,  1941. 

Mr.  Winter:  The  same  objection  as  No.  12  and 
No.  13.  It  does  not  appear  to  ])e  involved  in  any 
issue  in  this  case  concerning  the  years  here  in- 
volved and  it  manifestly  is  not  evidence. 

(Revenue  Agent's  report  dated  January  27, 

1941,  addressed  to  Ross  B.  Hammond,  for  1939, 

thereupon  marked  Plaintiff's  Pre-Trial  Exhibit 

No.  14.)    [53] 

Mr.   Bischoff:     I   off'er   as   Plaintiff's   Pre-Trial 

Exhibit  15  Revenue  Agent's  report  for  the  tax  year 

1939,  dated  March  1,  1943. 

Mr.  Winter:  The  same  objection  as  to  Exhibits 
11,  12,  13  and  14. 

(Revenue  Agent's  report  March  1,  1943,  ad- 
dressed to  Ross  B.  Hammond,  1939,  thereupon 
marked  Plaintiff's  Pre-Trial  Exhibit  No.  15.) 
Mr.   Bischoff:     I   offer   as   Plaintiff's   Pre-Trial 
Exhibit  No.  16  Revenue  Agent's  report  for  the  tax 
year  1940,  dated  June  12,  1941. 

Mr.  Winter:  The  same  objection  as  to  previous 
exhibits  of  this  nature. 

(Revenue  Agent's  report  dated  June  12, 1941, 

to    Ross    B.    Hammond,    for    1940,    thereupon 

marked  Plaintiff's  Pre-Trial  Exhibit  No.  16.) 

Mr.   Bischoff:     I   offer   as   Plaintiff's   Pre-Trial 

Exhibit  No.  17  Revenue  Agent's  report  for  the  tax 

year  1940,  dated  March  1,  1943. 
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Mr.  Winter:     The  same  objection. 

(Revenue    Agent's    report    dated    March    1, 

1943,  to  Ross  B.  Hammond,  for  1940,  thereupon 

marked  Plaintiff's  Pre-Trial  Exhibit  No.  17.) 

Mr.  Winter:     I  cannot  see  the  materiality  of  any 

of  these  Revenue  Agent's  reports  covering  years 

that  are  not  involved  here. 

Mr.  Bischoff:  I  offer  as  Plaintiff's  Pre-Trial 
Exhibit  No.  18  Revenue  Agent's  report  for  the  tax 
year  1941,  dated  March  1,  1943. 

Mr.  Winter:  The  same  objection  as  to  previous 
exhibits.  No.  12  to  No.  17,  inclusive.  I  want  the 
further  objection  to  be  shown  in  the  record  that 
no  tax  liability  is  involved  for  any  of  those  years, 
except  overpayment  for  1941,  which  was  the  sub- 
ject of  a  separate  report. 

(Revenue    Agent's    report    dated    March    1, 

1943,  to  Ross  B.  Hammond,  for  1941,  thereupon 
marked  Plaintiff's  Pre-Trial  Exhibit  No.  18.) 

Mr.  Bischoff:  I  offer  as  Plaintiff's  Pre-Trial 
Exhibit  No.  19  Revenue  Agent's  report  for  the  tax 
year  1941,  dated  November  6,  1944. 

Mr.  Winter:     We  have  no  objection. 

(Revenue  Agent's  report  dated  November  6, 

1944,  to  Ross  B.  Hammond  is  re  over-assess- 
ment of  $6,536.10,  thereupon  marked  Plain- 
tiff's Pre-Trial  Exhibit  No.  19.) 

Mr.  Bischoff:  I  offer  as  Plaintiff's  Pre-Trial 
Exhibit  No.  20  Revenue  Agent's  report  for  the  tax 
year  1943,  dated  [55]  November  6,  1944. 

Mr.  Winter:    No  objection. 
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(Revenue  Agent's  report  dated  November  6, 
1944,  to  Ross  B.  Hammond,  in  re  deficiency 
$145,537.77,  thereupon  marked  Plaintiff's  Pre- 
Trial  Exhibit  No.  20.) 

Mr.  Bischoff:  I  offer  as  Plaintiff's  Pre-Trial 
Exhibit  No.  21  a  bundle  of  dui)licate  original 
monthly  billings  made  by  the  plaintiff,  described  in 
the  Revenue  Agent's  reports  for  the  tax  years  1941 
to  1944,  inclusive. 

Mr.  Winter:  What  is  the  purpose?  How  can 
any  good  purpose  be  served  in  this  case  by  having 
a  big  bundle  of  monthly  billings  ?  It  is  admitted  the 
monthly  billings  were  made.  What  do  you  contend 
for  them? 

Mr.  Bischoff:     Do  I  understand  it  is  admitted 
that  monthly  billings  were  made  in  the  years  in 
question  totaling  the  amounts  shown  in  the  Reve- 
nue Agent's  reports  for  the  years  in  question? 
(Discussion.) 

Mr.  Winter:  There  is  no  issue  between  us  as  to 
the  gross  receipts.  The  only  issue  is  whether  or  not 
the  books  clearly  reflect  the  income  and  the  re- 
turns clearly  reflect  the  income  in  the  years  when 
it  was  earned,  or  whether  the  income  was  dis- 
torted. 

Mr.  Bischoff:  Let  me  ask  you  this  question,  and 
it  may  clarify  the  whole  matter.  I  am  addressing 
this  question  to  [56]  Mr.  Winter  and  to  Mr.  Wil- 
liams, the  Revenue  Agent.  Is  there  going  to  be 
any  question  that  we  had  the  right  to  bill  the  own- 
ers in  accordance  with  the  billings  that  we  have  here 
and  upon  which  we  accrued  the  income  in  these 
years  ? 
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Mr.  Williams:  There  is  no  question  as  to  your 
right,  no,  sir.  The  contracts  provide  as  to  how 
the  billings  shall  be  made. 

Mr.  Bischoff:  If  no  issue  is  going  to  be  raised 
as  to  our  right  to  bill  in  any  month  for  the  par- 
ticular amount  that  we  did  bill,  then  these  dupli- 
cate billings  will  not  be  material  and  I  will  not 
offer  them  in  evidence. 

Mr.  Williams:  There  is  one  j^oint  in  there  that 
you  might  discuss.  Those  billings  were  made  on 
the  basis  of  the  engineer's  estimates  and  the  esti- 
mates were  not,  in  the  case  of  the  month  of  De- 
cember, for  instance,  billed  up  to  December  31st. 

Mr.  Winter:  There  is  no  use  spending  a  lot  of 
time.  They  may  be  identified  in  the  pre-trial,  and 
then  plaintiff  may  offer  them. 

Mr.  Bischoff :  The  bills  were  rendered  in  accord- 
ance vdth  the  estimates  which  were  approved  for 
the  month  in  which  the  bills  were  rendered.  If 
there  is  going  to  be  any  issue  about  that,  I  want 
to  offer  these  in  evidence. 

Mr.  Winter:  You  mean  you  want  to  have  them 
identified  in  the  pre-trial  order.  They  are  not  of- 
fered in  evidence  yet. 

Mr.  Bischoff:  I  will  have  them  identified  and 
offer  them  [57]  at  the  trial,  but  if  there  will  not  be 
any  issue  on  that  subject,  I  do  not  want  to  clutter 
up  the  record. 

Mr.  Winter:     You  may  have  them  identified  in 
the  pre-trial  because  we  might  want  to  use  them. 
(Bundle  of  duplicate  original  monthly  bill- 
ings made  by  plaintiff  thereupon  marked  Plain- 
tiff's Pre-Trial  Exhibit  No.  21.) 
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Mr.  Winter:  There  is  no  objection  to  them  be- 
ing identified  as  plaintiff's  billings  but  I  want  to 
reserve  the  right  to  object  to  the  introduction  of 
them  unless  they  are  tied  up  in  some  way  to  any 
issue  in  the  case. 

Mr.  Bischoff :  May  we  have  at  this  time  a  state- 
ment from  the  defendant  as  to  whether  the  defend- 
ant questions  the  accuracy  of  the  billings  upon  that 
basis  ? 

Mr.  Winter:  We  question  that  the  books  were 
so  kept  that  they  reflect  the  true  income  of  the  tax- 
payer during  the  years  1942  and  1943;  that  the  in- 
come was  so  distorted  that  50  per  cent  profit  on 
some  contracts  was  reported  in  one  year  and  a  big 
loss  on  a  million-dollar  contract  in  another  year. 
That  is  our  position. 

Mr.  Bischoff:  I  will  ask  Mr.  Williams  and  Mr. 
Winter  specifically  with  respect  to  the  billings  as 
made.  Do  you,  Mr.  Williams,  challenge  the  ac- 
curacy of  the  billings  as  made  for  any  reason'? 

Mr.  Winter:  I  don't  think  you  need  to  answer 
that.  Let  [58]  him  identify  his  exhibits.  We  will 
bring  that  out  at  the  trial. 

Mr.  Bischoff :  I  think  we  are  entitled  to  an  un- 
equivocal answer  from  you,  Mr.  Winter.  If  you 
don't  want 

Mr.  Winter:     I  don't  want 


Mr.  Bischoff:  If  you  do  not  want  to  answer, 
we  can  have  the  Court  come  in  and  require  you  to 
make  a  statement. 

Mr.  Winter:  I  don't  know  whether  the  bill- 
ings were  properly  made  or  not. 
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Mr.  Bischoff :     Do  you,  Mr.  Williams  ? 
Mr.  Williams:     It  would  be  impossible  to  deter- 
mine, sir,  without  examining  the  billings  themselves. 
Mr.  Bischoff :     You  did  not  question  them  in  your 
report,  did  you? 

Mr.  Williams:  It  was  not  necessary  to,  sir. 
Mr.  Bischoff:  All  right.  I  offer  as  Plaintiff's 
Pre-Trial  Exhibit  No.  22  an  envelope  or  bundle 
containing  contracts  pursuant  to  which  the  work 
was  done,  being  the  contracts  described  in  the  Reve- 
nue Agent's  reports. 

Mr.  Winter:     These  are  contracts  with  respect 
to  1941,  1942,  1943  and  1944? 
Mr.  Bischoff:    Yes. 
Mr.  Winter:    We  have  no  objection. 

(Bundle  of  contracts,  referred  to  in  Reve- 
nue Agent's  reports,  thereupon  marked  Plain- 
tiff's Pre-Trial  Exhibit  No.  22.)   [59] 
Mr.  Bischoff:     Now,  we  want  to  offer  for  pur- 
poses of  identification  two  journal  books. 

(Two  journals,  Ross  B.  Hammond  Co.,  there- 
upon marked  Plaintiff's  Pre-Trial  Exhibit  No. 
23-A  and  No.  23-B.) 
Mr.  Bischoff:     I  also  offer  for  identification  as 
Plaintiff's  Pre-Trial  Exhibit  No.  24  the  trial  bal- 
ance book  of  the  plaintiff. 

(Trial   balance   book   of   plaintiff,    Ross   B. 

Hammond   Co.,   thereupon  marked   Plaintiff's 

Pre-Trial  Exhibit  No.  24.) 

Mr.  Bischoff:     I  would  like  to  have  the  ledger 

of   the   plaintiff   marked   as   Plaintiff's   Pre-Trial 

Exhibit  No.  25. 
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(Ledger    of    plaintiff,    Ross    B.    Hammond, 
thereupon    marked    Plaintiff's    Pre-Trial    Ex- 
hibit No.  25.) 
Mr.  Bischoff:     Those  are  all  of  the  exhibits  we 
have  to  offer. 

DEFENDANT'S  PRE-TRIAL  EXHIBITS 

Mr.  Winter:  On  behalf  of  the  defendant,  we 
will  offer  the  original  returns  of  A.  V.  Petersen 
for  the  years  1942  and  1943. 

Mr.  Bischoff:  Objected  to  as  incompetent,  ir- 
relevant and  immaterial  and  on  the  further  ground 
that  any  controversy  arising  out  of  the  receipt  of 
profits  by  Mason  and  Petersen  is  barred  by  the 
statute  of  limitations  and  on  the  ground  that  [60] 
the  controversy  with  respect  thereto  has  been  ad- 
judicated by  this  court  in  a  prior  proceeding. 

(Defendant's  Pre-Trial  Exhibit  No.   26  re- 
served for  original  income  tax  returns  of  A.  V. 
Petersen  for  1942  and  1943.) 
Mr.  Winter:    We  will  offer  also  the  original  re- 
turns of  Henry  M.  and  Elizabeth  R.  Mason  for  the 
years  1942  and  1943  and  ask  leave  to  substitute 
photostatic  copies. 

Mr.  Bischoff:  We  make  the  same  objection  as 
to  the  last  exhibit. 

(Defendant's  Pre-Trial  Exhibit  No.  27  re- 
served for  income  tax  returns   of  Henry  M. 
and  Elizabeth  R.  Mason  for  1942  and  1943.) 
Mr.  Bischoff:     I  wish  to  inquire  in  connection 
with  the  last  exhibits.    Have  you  the  income  tax 
returns   for   Mason   and   Petersen   for  the  years, 
1944,  1945  and  1946  here! 


112  J.  W.  Moloney  vs. 

Court  reconvened  at  10:00  o'clock  a.m.,  January 
13,  1948. 

Pre-Trial  Proceedings  (Continued) 
Mr.  Winter:     We  did  not  finish  with  identifying 
all  the  pre-trial  exhibits.   There  are  a  few  exhibits 
that  we  want  to  have  marked. 
The  Court:     All  right. 

Mr.  Winter:  I  have  here  a  letter  from  the  tax- 
payer to  the  Commissioner,  dated  March  3,  1938, 
the  Commissioner's  reply  of  March  29,  1938,  the 
taxpayer's  letter  to  the  Commissioner  of  April  5, 
1938,  the  Commissioner's  reply  of  April  25,  1938, 
and  the  taxpayer's  letter  of  May  9,  1938.  All  of 
this  is  correspondence  with  respect  to  the  granting 
of  permission  to  report  income  tax,  explaining  the 
entire  situation.  We  will  offer  these  letters  as  De- 
fendant's Pre-Trial  Exhibit  No.  28.  I  might  ex- 
plain to  the  Court  that  they  are  from  the  original 
files  of  the  Commissioner  of  Internal  Revenue  and 
I  would  like  leave  to  substitute  photostatic  copies 
of  these  communications,  but  they  meLj  be  used 
during  the  trial,  of  course. 

(Letters  dated  March  3,  1938,  taxpayer  to 
Commissioner;  March  29,  1938,  Commissioner 
to  taxpayer;  April  5,  1938,  taxpayer  to  Com- 
missioner ;  April  25,  1938,  Commissioner  to  tax- 
payer; and  May  9,  1938,  taxpayer  to  Commis- 
sioner,   [64]    thereupon    marked    Defendant's 
Pre-Trial  Exhibit  No.  28.) 
Mr.  Bischoff:     Plaintiff  objects  to  the  introduc- 
tion of  this  tendered  exhibit  on  the  ground  that 
it  is  incompetent,  irrelevant  and  immaterial.    The 
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only  relevant  issue  is  the  consent  that  was  given 
which  is  the  culminating  document  issued  by  the 
Government.  The  correspondence  which  preceded 
it,  we  deem  to  be  immaterial  and  just  unneces- 
sarily encumbering  the  record. 

The  Court:  All  the  exhibits  identified  on  each 
side  will  be  admitted  in  evidence,  subject  to  such 
objections  as  may  have  heretofore  been  stated  or 
may  hereafter  be  stated  on  the  record,  prior  to 
final  submission  of  the  case. 

Mr.  Bischoff:  I  would  like  to  qualify  that,  if 
I  may,  with  respect  to  a  few  of  these  exhibits  which 
were  identified  at  the  pre-trial  conference.  I  in- 
tend to  make  a  formal  offer  of  these,  with  some 
qualifications,  if  your  Honor  will  permit  me  to  do 
it  at  this  time. 

The  Court:     Let  us  finish  with  the  identification. 

Mr.  Bischoff:    Very  well. 

Mr.  Winter:  We  have  here  the  computation 
made  showing  the  income  tax  liability  of  Ross  B. 
Hammond  on  a  basis  of  75  per  cent  of  the  income 
of  the  alleged  partnership  to  Ross  B.  Hammond, 
exclusive  of  any  credits  to  Mason  and  Petersen. 

In  other  words,  it  is  a  computation  w^hich  would 
be  [65]  for  the  information  and  guidance  of  the 
Court  as  showing  the  tax  liability. 

The  Court  in  this  case  can  find  several  bases  of 
judgment,  in  my  opinion.  One  is  that  the  Com- 
missioner did  not  err  in  making  the  accounting  of 
the  taxpayer's  return  as  of  May  2nd;  also,  that  a 
partnership  did  or  did  not  exist;  and,  third,  the 
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hand  about  them  or  as  to  whether  the  computations 
are  correct  on  any  basis. 

The  Court:  You  will  be  given  time  to  check 
them. 

Mr.  Bischoff:  In  the  second  place,  your  Honor, 
we  object  to  the  exhibit  on  the  ground  that  the 
computations  are  made  upon  a  basis  which  w^as  not 
justifiable  or  permissible  under  the  law  or  in  fact. 

Counsel  for  the  defendant  has  stated  the  compu- 
tations were  made  upon  the  basis  of  the  disallow- 
ance of  certain  deductions  that  were  taken  repre- 
senting the  allocations  to  Petersen  and  Mason  of 
their  share  of  the  profits  in  the  years  1942  and 
1943. 

That  issue  has  already  been  decided  by  this 
Court.  The  question  of  the  allowance  or  disallow- 
ance of  these  two  deductions  was  raised  when  the 
defendant  moved  in  this  court  for  [68]  permis- 
sion to  interpose  an  offset  or  counterclaim  raising 
the  question  that  these  two  deductions  were  disal- 
lowed. We  opposed  the  allowance  of  the  filing  of 
the  amended  answer  tendering  that  counterclaim 
or  offset  on  the  ground  that  the  statute  of  limita- 
tions had  run  against  those  items,  and  they  were 
no  longer  subject  to  review  for  any  purpose.  The 
Court  sustained  our  objection  and  that  amended 
answer  was  never  filed;  that  is,  it  was  not  filed 
for  any  purpose  and  is  not  now  an  issue  in  the  case. 

An  attempt  is  now  being  made  to  drag  that  issue 
into  this  court  through  the  back  door,  so  to  speak, 
by  the  tender  of  this  computation  and  by  some 
things  that  were  said  during  the  submission  made 
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to  your  Honor;  and  we  oppose  this  evidence  and 
the  introduction  of  any  other  evidence  which  will 
be  an  attempt  to  re-litigate  that  issue. 

In  other  words,  there  are  two  basic  objections. 
One  is  that  the  items  are  barred  by  the  statute  and 
the  second  is  that  your  Honor  has  already  ad- 
judicated that  issue. 

The  Court:  It  may  be  marked,  subject  to  the 
objection. 

Mr.  Bischoff:  Have  you  a  copy  of  these  state- 
ments ? 

Mr.  Winter:  No,  I  do  not  have.  I  will  have 
copies  made,  Mr.  Bischoff.  I  am  always  glad  to 
furnish  any  copies,  but  I  have  not  received  one 
copy  of  any  of  your  exhibits. 

Mr.  Bischoff :  You  have  had  all  the  exhibits  you 
asked  for. 

Mr.  Winter:     I  will  be  glad  to  make  you  a  copy. 

Mr.  Bischoff :     Very  well.  [69] 

Mr.  Winter:  I  might  say,  your  Honor,  along 
that  line  that  the  exhibit  is  a  computation  taken 
from  the  books  and  from  the  returns  which  are  in 
evidence  and  it  is  merely  to  help  the  Court.  I 
think  the  Court  can  see  the  computation  much 
clearer  than  by  going  through  these  returns  and 
books  and  figuring  this  all  out. 

Mr.  Bischoff:  Mr.  Winter,  in  connection  with 
your  last  statement,  was  that  computation  made 
on  the  information  contained  in  the  books  or  was 
the  computation  made  upon  the  theory  assumed 
by  the  Revenue  Agent? 

Mr.  Winter:     The  computation  was  made  from 


118  J.  W.  Moloney  vs. 

the  books,  by  disallowing  the  $43,000  to  Mr.  Pe- 
tersen, as  shown  on  the  return,  and  it  taken  from 
the  books  and  from  the  returns ;  nothing  extraneous. 

Mr.  Bischoff:  Do  you  now  claim  that  there  are 
any  entries  in  the  books  showing  the  disallowance 
of  the  Mason  and  Petersen  profit  in  the  two  years 
in  question? 

Mr.  Winter:  The  books  don't  show.  There  was 
nothing  in  the  journal  and  we  don't  see  that  there 
was  any  capital  account  with  Mr.  Petersen  and 
Mr.  Mason.  The  books  exhibited  to  us  do  not  show 
any  capital  account  but  show  a  deduction  of  that 
amount  as  accrued  liability  and  we  say,  under  the 
contract  which  is  in  evidence,  that  it  was  not  ac- 
crued, not  an  accrued  liability,  and  could  not  be  ac- 
crued because  there  was  no  right  to  receive  it  unless 
they  were  partners  and  they  are  admittedly  not 
partners.   [70] 

Mr.  Bischoff:  In  view  of  counsel's  statement,  I 
make  the  additional  objection  that  it  now  appears 
that  the  document  was  prepared  in  part  only  upon 
the  books  and  records  of  the  company  and  in  part 
upon  the  conclusions  of  the  Revenue  Agent  as  to 
the  proper  treatment,  having  decided  for  himself 
questions  of  law  and  fact  upon  which  it  was  predi- 
cated. 

The  Court:  It  will  be  admitted  subject  to  ob- 
jection. 

Mr.  Winter:  Now,  then,  the  power  of  attorney. 
Mr.  Jacob,  you  gave  to  us  a  copy  of  the  power  of 
attorney.  Do  you  have  that  power  of  attorney  from 
William  A.  Hammond? 


Ross  B.  Hammond  119 

Mr.  Bischoff:     Is  that  a  copy? 

Mr.  Winter:  That  is  the  copy  that  was  given 
to  us. 

Mr.  Bischoi¥:     If  it  is  a  copy,  we  can  stipulate. 

Mr.  Winter:  We  will  offer  as  Defendant's  Pre- 
Trial  Exhibit  No.  30  the  power  of  attorney  from 
William  A.  Hammond.  I  understand  counsel  has 
no  objection.  He  says  it  is  a  copy  and,  since  it  is 
also  a  part  of  the  official  record,  we  would  like  to 
ask  leave  to  withdraw  this  and  make  a  photostatic 
copy. 

Mr.  Bischoff:     No  objection,  your  Honor. 

(Copy  of  Power  of  Attorney,  dated  Feb- 
ruary 3,  1942,  William  A.  Hammond  to  Ross 
B.  Hammond,  thereupon  marked  Defendant's 
Pre-Trial  Exhibit  No.  30.) 

Mr.  Bischoff:  As  I  understand,  we  are  still  in 
pre-trial.  In  that  connection,  some  question  was 
raised  last  night  during  [71]  the  pre-trial  confer- 
ence, in  your  Honor's  absence,  in  connection  with 
the  introduction  of  exhibits,  that  there  might  be 
some  other  records  that  ought  to  be  here.  We 
caused  an  examination  to  be  made,  and  we  pro- 
duce two  records  upon  what  might  be  called  the 
subsidiary  ledger  account  of  A.  V.  Petersen  and 
H.  M.  Mason.  They  are  a  part  of  a  volume  which 
is  a  subsidiary  ledger.  It  is  a  looseleaf  ledger  and 
we  have  taken  out  two  pages  which  represent  these 
accounts.  I  will  ask  permission  of  the  Court  to  do 
so,  without  offering  the  whole  book  in  evidence,  be- 
cause it  is  currently  in  use  and  we  know  of  no  rea- 
son for  the  use  of  any  of  the  other  parts  of  the  book 
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unless  counsel  on  the  other  side  suggests  some  other 
parts  that  might  be  pertinent.  In  the  absence  of 
that,  we  will  ask  to  have  marked  for  identification 
these  two  ledger  accounts  of  Mason  and  Petersen. 
Mr.  Winter:  We  have  no  objection  to  them  be- 
ing marked  at  this  time.  However,  this  is  the  first 
time,  on  pre-trial,  that  we  have  ever  found  out  about 
the  existence  of  this  book.  In  fumbling  through  it 
rather  hurriedly,  I  see  it  only  refers,  outside  of 
these  two  ledger  sheets  which  comisel  says  he  took 
from  there  and  which  refer  back  to  1938 — the  book 
apparently,  so  far  as  I  have  been  able  to  find  out, 
does  not  go  back  beyond  1945.  I  think  it  should  be 
properly  identified  so  that  we  know  what  it  is.  We 
had  not  seen  it  before.  I  don't  know  whether  it  is 
complete  or  not. 

Mr.  Bischoff:  There  will  be  further  identifica- 
tion, your  [72]  Honor.  My  explanation  was  only 
with  respect  to  the  matter  of  taking  out  the  two 
sheets  instead  of  offering  the  whole  book. 

There  will  be  evidence  as  to  the  system  of  ac- 
counting that  they  maintained.  They  kept  a  sepa- 
rate record  for  every  contract,  as  they  were  re- 
quired to  do  by  certain  requirements,  and,  when- 
ever a  job  was  completed,  they  took  out  of  this  sub- 
sidiary ledger  all  portions  of  the  account  dealing 
with  the  specific  contract,  and  these  pages,  dealing 
with  the  account,  are  filed  Avith  the  record  of  that 
particular  contract.  That  explains  the  absence  of 
a  great  many  pages  which  would  normally  be  in 
there. 
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Mr.  Winter:  I  think,  along  the  same  line,  we 
would  like  to  have  the  entire  book  identified,  be- 
cause there  appears  to  be  a  sheet  relating  to  Wil- 
liam A.  Hammond  which  does  not  even  appear  to 
be  on  the  same  type  of  paper  as  shown  by  the  book. 
I  don't  know  when  it  was  made.  It  was  here  just  a 
minute  ago.  That  does  not  even  appear  to  be  on 
the  same  type  of  paper  as  the  other. 

Mr.  Bischoff:  Well,  it  goes  back  to  1940,  and 
they  were  using  different  pages. 

Mr.  Winter:  No  capital  account  is  shown  as  be- 
ing set  up  until  1943. 

Mr.  Bischoff :  We  will  avoid  any  question  about 
that  by  asking  that  these  two  pages  be  marked  for 
identification  as  Plaintiff's  Pre-Trial  Exhibit  31 
and  32,  the  sheet  pertaining  [73]  to  Petersen  being- 
No.  31  and  the  sheet  pertaining  to  Mason  being  No. 
32.  We  offer  them  only  for  identification  at  this 
time,  your  Honor. 

Mr.  Winter:  Don't  you  want  the  sheet  pertain- 
ing to  William  A.  Hammond  identified? 

Mr.  Bischoff:  I  don't  know.  We  will  see.  We 
might. 

(Subsidiary  Ledger  Account  A.  V.  Peter- 
sen thereupon  marked  Plaintiff's  Pre-Trial  Ex- 
hibit No.  31.) 

(Subsidiary  Ledger  x^ccount  H.  M.  Mason 
thereupon  marked  Plaintiff's  Pre-Trial  Ex- 
hibit No.  32.) 

Mr.  Bischoff:  In  view  of  counsel's  last  state- 
ment, with  its  implication,  I  am  offering  for  iden- 
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tification  the  sheet  containing  W.  A.  Hammond's 
account. 

Mr.  Winter:  I  think  counsel  ought  to  identify 
the  entire  book. 

Mr.  Bischoff:  We  are  going  to  offer  the  whole 
book. 

Mr.  Winter:  I  don't  have  any  objection  to  doing 
that  except  that  it  is  not  material. 

Mr.  Bischoff:  I  do  not  want  to  have  any  impli- 
cation left  in  this  case. 

(Ledger  Account  of  W.  A.  Hammond  there- 
upon marked  Plaintiff's  Pre-Trial  Exhibit  No. 
33.)  [74] 
Mr.  Bischoff:     I  want  to  offer  then  for  identifi- 
cation the  rest  of  the  subsidiary  ledger,  which  has 
been  the  subject  of  discussion,  your  Honor. 

(Subsidiary  Ledger,  less  Plaintiff's  Pre-Trial 
Exhibits,    31,    32    and    33,    thereupon    marked 
Plaintiff's  Pre-Trial  Exhibit  No.  34.) 
Mr.  Bischoff:    We  offer  also,  may  it  please  the 
Court,  a  subsidiary  account  to  show  the  breakdown 
and  allocation  of  the  capital  account  to  the  part- 
ners. 

Mr.  Winter:  I  object  to  it  on  the  ground  it  is 
not  properly  identified,  has  not  been  properly  iden- 
tified.  It  has  not  been  shown  when  it  was  made. 

Mr.  Bischoff:     We  are  offering  it  for  identifica- 
tion.  It  will  be  up  to  us  to  prove  it. 
The  Court:     It  may  be  marked. 

(Sheet  from  Subsidiary  Ledger  in  re  Capital 
Account  thereupon  marked  Plaintiff's  Pre- 
Trial  Exhibit  No.  35.) 
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Mr.  Bisehoff:  I  think,  your  Honor,  that  closes 
the  pre-trial  proceeding's. 

Mr.  Winter:  I  don't  think  we  have  any  further 
documents  to  be  marked.  [75] 

PROCEEDINGS    OF    TRIAL 

The  Court:  Now,  to  save  the  specific  offer  of 
all  exhibits,  we  will  do  what  we  usually  do  in  tax 
cases,  receive  in  evidence  all  exhibits  that  have  been 
identified.  I  don't  know  whether  we  are  going  to 
run  into  trouble  or  not,  Mr.  Bischoff.  I  don't  know 
what  you  had  in  mind,  but  you  identified  two  or 
three  exhibits  a  while  ago. 

Mr.  Bischoff:  I  will  state  to  your  Honor  what  I 
have  in  mind.  There  are  certain  exhibits  that  I 
want  to  offer  in  evidence  and  certain  exhibits  that 
were  marked  as  pre-trial  exhibits  yesterday  that  I 
do  not  want  to  offer  in  evidence.  It  may  become 
necessary  later  on  but  I  want  to  avoid  offering  them 
at  this  time  because  it  probably  won't  be  neces- 
sary to  encumber  the  record.  They  are  very  volu- 
minous. 

The  Court:  Just  call  the  numbers  off,  either  one 
way  or  the  other. 

Mr.  Bischoff:  I  now  offer  in  evidence  the  docu- 
ments and  records  which  were  niunbered  as  Plain- 
tiff's Pre-Trial  Exhibits  1,  2,  3,  6,  7,  8,  9,  10,  11,  12, 
13,  14,  15,  16,  17,  18,  19,  20  and  35. 

The  Court:  They  are  all  admitted  subject  to 
such  objections  as  have  been  heretofore  stated  or 
may  hereafter  be  stated  prior  to  final  submission 
of  the  cause. 
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Plaintiff's  Pre-Trial  Exhibits  Nos.  1,  2,  3,  6, 
7,  8,  9,  10,  11,  12,  13,  14,  15,  16,  17,  18,  [76] 
19,  20  and  35,  respectively,  were  thereupon  re- 
ceived in  evidence  and  marked  Plaintiff's  Ex- 
hibits Nos.  1,  2,  3,  6,  7,  8,  9,  10,  11,  12,  13,  14, 
15,  16,  17,  18,  19,  20  and  35.) 

[Printer's  Note]:  Plaintiff's  Exhibit  No.  1 

is  set  out  at  page  518.  Exhibit  No.  3  is  set  out 

at  page  519.  Exhibit  No.  6  is  set  out  at  page 

534.  Exhibits  Nos.  12,  13,  14,  15,  16,  17,  18, 

19  and  20  are  set  out  at  pages  553-619  of  this 

printed  record.   Exhibit  No.   35  is  set  out   at 

page  650. 

Mr.   Bischoff:     And  we   offer   for  identification 

only    at   this    time    Plaintiff's    Pre-Trial    Exhibits 

numbered,  respectively,  21,  22,  23,  24  and  25. 

The   Court:     They  are  admitted  for  identifica- 
tion. 

Mr.  Winter:    What  about  4  and  5? 
Mr.  Bischoff:     I  am  not  offering  4  and  5.  You 
may   offer   them,   if   you   want   to,   but  I   am   not 
going  to. 

Mr.  Winter:     The  Government  will  offer  Plain- 
tiff's Pre-Trial  Exhibits  4  and  5  which  were  iden- 
tified at  the  pre-trial  yesterday. 
The   Court:     Admitted. 

(Plaintiff's  Pre-Trial  Exhibits  4  and  5  were 
thereupon  received  in  evidence  and  marked 
Defendant's  Exhibits  No.  4  and  No.  5.) 

[Printer's  Note]:  Plaintiff's  Pre-Trial  Ex- 
hibits Nos.  4  and  5  are  set  out  as  Defendant's 
Exhibits  4  and  5  at  pages  525-533. 
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Mr.  Winter:  The  Government  will  also  offer 
Defendant's  Pre-Trial  Exhibits  26  to  30,  inclusive. 
I  think  that  covers  all  of  the  exhibits,  if  the  Court 
please. 

The  Court:     They  are  admitted. 

(Defendant's  Pre-Trial  Exhibits  No.  26  to 
No.  30,  inclusive,  thereupon  received  in  evi- 
dence and  marked  Defendant's  Exhibits  Nos. 
26  to  No.  30,  inclusive.)   [77] 

[Printer's  Note] :  Defendant's  Exhibits  Nos. 
26,  27,  28  and  29  are  set  out  at  pages  620-647. 

Mr.  Bischoff:  I  want  to  object  to  the  introduc- 
tion of  these  exhibits  in  evidence,  may  it  please 
the  Court,  on  the  ground  that  it  is  an  attempt  to 
re-litigate  an  issue  which  your  Honor  has  already 
litigated  and  adjudicated. 

The  Court:    What  are  you  referring  to  by  that? 

Mr.  Bischoff:  All  of  them  being  regarding  the 
deduction  of  the  allocation  of  the  profit  to  Mason 
and  Petersen  in  the  tax  year  1943  and  1942,  which 
was  adjudicated  in  connection  with  the  motion  of 
the  defendant  to  file  an  amended  answer  tender- 
ing a  counterclaim  or  offset  based  upon  these  two 
transactions.  Your  Honor  determined  that  the 
items  were  barred  by  the  statute  of  limitations  and 
there  was  an  adjudication  on  that,  and  they  are  not 
now  the  subject  of  any  issue  in  this  case.  We  add 
the  further  ol)jection  that  the  Revenue  Agent's  re- 
l)orts  upon  which  this  tax  assessment  was  made  and 
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paid  did  not  raise  any  issue  as  to  the  deductibility 
or  the  right  to  deduct  these  items  in  computing  our 
income  tax  for  the  years  in  question,  and  it  has  no 
place  in  this  case. 

The  Court:  They  are  admitted,  subject  to  objec- 
tion. 

The  Court :    Call  a  witness.  [78] 

ROSS  B.  HAMMOND, 

the  plaintiff  herein,  was  thereupon  produced  as  a 
witness  in  his  own  behalf,  and,  being  first  duly 
sworn,  was  examined  and  testified  as  follows: 

Direct  Examination 

By  Mr.  Bischoff: 

Q.  Mr.  Hammond,  you  are  the  plaintiff  in  this 
action?  A.     I  am. 

Q.     Where  do  you  live? 

A.    Portland,  Oregon. 

Q.     How  old  are  you?  A.     Fifty-eight. 

Q.     How  long  have  you  lived  in  this  community? 

A.     Since  1920. 

Q.     Prior  to  that  where  did  you  live? 

A.     Detroit,  Michigan. 

Q.     What  is  your  occupation? 

A.     Building  contractor. 

Q.  How  long  have  you  been  engaged  in  that 
occupation?  A.     Since    1910. 

Q.  Have  you  followed  that  business  and  occupa- 
tion during  all  the  time  you  have  lived  in  Oregon? 

A.     I  have. 

Q.     That  is,  in  Portland,  Oregon? 

A.    I  have,  yes. 
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(Testimony  of  Ross  B.  Hammond.) 

Q.  Will  you  state  the  nature  of  the  construc- 
tion work  that  [79]  you  do,  that  is,  what  kind  of 
construction  work? 

A.  It  is  almost  exclusively  building  construc- 
tion. 

Q.  Can  you  name  some  of  the  buildings  that  you 
have  constructed  in  Oregon? 

A.  Well,  we  built  the  north  half  of  the  Pittock 
Block,  the  Bedell  Building,  the  Pacific  Building, 
quite  a  number  of  city  schools,  the  State  Capitol 
and  several  large 

Q.     At  Salem? 

A.  At  Salem.  Do  you  want  me  to  stay  in  Port- 
land? 

Q.     Just  the  important  ones,  yes. 

A.  We  are  just  finishing  the  Equitable  Build- 
ing. 

Q.  Did  you  build  this  Federal  Courthouse  we 
are  in  now  ? 

A.  I  built  this,  about  90  per  cent  as  a  subcon- 
tractor; built  the  Stadium. 

Q.  That  will  be  sufficient  to  illustrate  the  kind 
of  work  you  are  doing.  During  your  operations 
here,  did  you  operate  in  your  own  name  as  an  indi- 
vidual or  did  you  operate  during  any  of  the  time 
as  a  corporation  or  a  partnership  ? 

A.  I  operated  first  as  a  corporation,  then  as  an 
individual,  and  now  as  a  partnership. 

Q.     When  was  the  partnership  formed? 

A.  As  I  remember,  it  was  in  February,  1942; 
the  exact  date  I  am  not  sure  of,  I  think  the  3rd. 
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(Testimony  of  Ross  B.  Hammond.) 

Q.     I  show  you  Plaintiff's  Exhibit  No.  2  and  ask 
you  if  that  is  your  signature  on  that  document? 

A.     Yes,    sir. 

Q.     Did  you  execute  it  on  the  date  it  bears? 

A.     Yes,  sir. 

Q.  Did  you  deliver  that  to  your  son,  William 
A.  Hammond,  who  is  named  in  that  document? 

A.     Yes. 

Q.     What  is  that  instrument? 

A.     This  is  a  partnership  agreement. 

Q.     Wait   a   minute.    Look   at   it   carefully. 

A.     I  am  sorry.  Pardon  me. 

Q.  That  is  a  bill  of  sale  of  an  interest  in  your 
business  ? 

A.  That  is  correct,  selling  him  a  25  per  cent 
interest. 

Q.  I  show  you  Plaintiff's  Exhibit  No.  3  and 
ask  you  if  that  bears  your  signature? 

A.     Yes,  sir. 

Q.     Was  that  executed  on  the  date  it  bears? 

A.     Yes,  sir. 

Q.     Is  your  son's  signature  on  there? 

A.    Yes,  sir. 

Q.     Did  he  sign  it  in  your  presence? 

A.     I  presume  so. 

Q.     Signed    in   your   presence?  A.     Yes. 

Mr.  Bischoff:  Your  Honor,  would  you  care  for 
me  to  make  a  ])rief  statement  as  to  the  high  spots 
of  the  instruments?  [81] 

Plaintiff's  Exhibit  No.  2  is  a  bill  of  sale  by 
which  the  plaintiff  sells  to  William  A.  Hammond 
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a  25  per  cent  undivided  interest  in  and  to  all  the 
rights,  interests  and  assets  of  every  kind  and 
character  whatsoever  now  owned  and  used  by  the 
plaintiff  in  the  business  done  and  conducted  in 
the  name  of  Ross  B.  Hammond  Co.  I  think  that 
is  all  that  need  be  said  about  that. 

The  Court:     What  is  the  date? 

Mr.  Bischoff:  February  3,  1942.  Plaintiff's 
Exhibit  No.  3  is  an  instrument  entitled  "Agreement 
and  Articles  of  Partnership"  and  recites  that  Wil- 
liam A.  Hammond  has  directed  his  studies  and 
education  to  the  end  that  he  might  become  asso- 
ciated with  the  company  as  a  member  of  the  firm, 
and  that  he  has  completed  his  education  and 
qualified  himself  as  an  expert  construction  engineer 
and  has  been  for  some  time  in  the  employ  of  the 
Ross  B.  Hammond  Company  in  that  capacity;  and 
recites  that,  after  serving  a  short  time  in  the 
armed  forces,  he  was  rejected  from  the  service; 
that  the  company  is  bidding  upon  projects  and 
proposes  to  engage  in  extensive  construction  con- 
tracts in  furtherance  of  the  defense  program  of 
the  United  States;  that  Ross  B.  Hammond  desires 
to  be  relieved  of  some  of  the  duties  and  respon- 
sibilities of  the  management  of  said  business  and 
desires  to  further  develop  the  knowledge  and  exper- 
ience of  William  A.  Hammond  in  the  construction 
field;  and  it  recites  the  sale  to  William  A.  Ham- 
mond of  a  one-fourth  interest.  [82] 
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Then,  it  is  agreed  that  the  partnership  began 
on  the  3rd  day  of  February,  1942,  and  shall  con- 
tinue during  the  joint  life  of  the  parties,  unless 
dissolved  by  action  of  the  parties;  and  then  it 
describes  generally  the  character  of  the  business 
that  is  to  be  done,  where  the  place  of  business  is 
to  be;  and  provides  for  the  respective  interests 
in  the  partnership  of  75  per  cent  to  Ross  B. 
Hammond  and  25  per  cent  to  William  A.  Ham- 
mond ;  that  the  partnership  assumes  all  the  liability 
of  Ross  B.  Haromond  Company  including  liabilities 
incurred  by  Ross  B.  Hammond  in  the  agreements 
entered  into  with  Mason  and  Petersen  covering 
their  employment  upon  a  profit-sharing  basis;  and 
they  agree  to  share  the  profits  and  losses  upon  the 
basis  indicated. 

The  agreement  provides  as  to  the  amount  of 
drawings  which  would  be  permissible  by  the  part- 
ners, Ross  B.  Hammond  being  permitted  to  draw 
$22,500  per  aimum  and  William  A.  Hammond 
$7500  per  annum.  It  is  further  agreed  that  if  the 
total  income  for  any  year  exceeds  $30,000  the 
capital  shall  be  j^ermitted  to  remain  in  the  business, 
and  reciting  the  reasons  therefor — that  there  is 
need  for  working  capital  to  finance  large  contracts 
which  were  in  opeartion. 

The   Court:     Was   there   ever   a   corporation? 

Mr.  Bischoft':     I  beg  your  Honor's  pardon? 

The  Court:    Was  there  ever  a  corporation? 

Mr.  Bischotf:  There  was,  up  to  the  end  of 
1937. 
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The  Court :    Then  he  operated  as  an  individual  ? 

Mr.  Bischoff:  Then  the  corporation  was  dis- 
solved as  of  the  end  of  that  year  and  he  operated 
as  an  individual. 

The  Court:     And  then  as  partners'? 

Mr.  Bischoff:  From  that  time,  your  Honor, 
from  January  1,  1938,  to  the  time  this  partnership 
was  formed,  he  operated  as  an  individual. 

The  Court:  Was  there  any  other  son  in  the 
family  ? 

Mr.  Bischoff:  Xo.  He  is  the  only  son.  Is  that 
correct"?  A.     That  is   correct. 

Mr.  Bischoff:  He  is  the  only  son.  The  agree- 
ment i^rovides  that  the  partners  shall  have  equal 
voice  in  the  control  of  the  business  and  the  opera- 
tion of  the  partnership. 

The   Court:     What  was   the   son's   age? 

Mr.  Bischoff:  Q.  Mr.  Hammond,  how  old  was 
your  son  in  1942,  at  the  beginning  of  1942  when 
the  partnership  agreement  w^as  made? 

A.  Well,  he  is  thirty  now.  That  would  make 
him  twenty-four  then. 

The   Court:     Had  he  finished  college? 

A.     Oh,  yes. 

The  Court:     You  ask  the  questions. 

Mr.  Bischoff:  In  a  moment  I  will  be  through 
with  this  contract.  I  intend  to  ask  him  all  of  these 
questions,  if  your  Honor  will  permit  me. 

The  provision  is  further  made  for  the  keeping 
of  books  [84]  and  accounts  and  access  to  the 
accounts  by  both  partners.  Those  are  the  high 
spots  of  these  two  exhibits,  your  Honor. 


132  J.  W.  Moloney  vs. 

(Testimony  of  Ross  B.  Hammond.) 

Q.  Mr.  Hammond,  what  education  did  your  son, 
William,  get  preparatory  to  carrying  on  the  con- 
tracting business*? 

A.  Well,  he  studied  engineering  and  graduated 
from  Stanford  University  as  a  civil  engineer. 

Q.  Can  you  tell  us  in  what  year  he  graduated 
from  Stanford  University? 

A.  I  forget.  I  will  have  to  get  some  help  from 
my  son. 

Q.     Give  us  your  own  best  recollection. 

A.     It  was  about  1940.  I  think  it  was  1940. 

Q.     1940?  A.    Yes. 

Q.  Prior  to  graduation  from  Stanford  what 
schooling  did  he  have  besides  the  engineering  course 
at  Stanford? 

A.  He  graduated  from  Culver  and  had  gone  a 
couple  of  years  to  Washington  High  School  and 
the  public  school  at  Eastmoreland. 

Q.  Prior  to  his  graduation  from  Stanford  Uni- 
versity did  your  son  do  any  work  in  connection 
with  your  contracting  business? 

A.  He  worked  summers  during  vacations  with 
the  company,  yes,  as  a  laborer. 

Q.  Over  what  period  of  time  did  he  put  in 
any  work,  working  with  your  company  during  the 
school  period?  A.    During  the  vacations? 

Q.     Yes.  [85] 

A.     Well,  he  worked  nearly  every  vacation. 

Q.  How  old  was  he  when  he  first  began  to  work 
with  you? 

A.     Oh,  he  was  probably  seventeen  or  eighteen. 
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Q.  Did  you  have  any  plans  for  him  with  respect 
to  the  work  he  was  to  engage  in,  from  the  time 
he  was  a  child? 

A.     I  think  they  started  when  he  was  ten. 

Q.  Tell  us  what  your  intentions  were  and  what 
plans  you  made  for  his  training  and  for  what 
occupation?  Tell  us  that  without  going  into  too 
2:reat  detail. 

A.  Well,  we  had  many  discussions,  his  mother 
and  myself,  with  him  over  quite  a  period  of  time. 
He  wanted  to  be  in  the  contracting  business  and, 
as  a  matter  of  fact,  we  tried  to  dissuade  him  but 
he  was  going  to  be  in  the  contracting  business. 

Q.  When  you  became  convinced  that  was  what 
he  wanted,  did  you  do  anything  towards  perfecting 
him  to  qualify  him  for  that  business? 

A.  Then  we  put  him  through  Stanford  and 
during  vacations  I  spent  a  lot  of  time  trying  to 
develop  his  construction  knowledge,  and  developed 
in  the  same  way  I  would  develop  and  had  developed 
all  the  rest  of  the  organization. 

Q.  Will  you  be  a  little  more  specific  as  to 
what  you  had  him  do  from  the  ground  up,  so  to 
speak,  about  learning  various  phases  of  the  busi- 
ness? 

A.  I  sent  him  out  on  the  job  under  a  superin- 
tendent, as  a  laborer,  and  then  put  him  on  as  a 
timekeeper;  from  there,  I  put  [86]  him  on  as  an 
engineer  in  charge  of  a  job  and  from  then  to  a 
superintendent  in  charge  of  a  job  and  from  then 
to  assistant  general  superintendent  and,  of  course, 
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I   could   train   him   a   whole   lot   more   specifically 

than  I  could  some  of  the  rest  of  the  boys. 

Q.  Did  you  do  all  that  pursuant  to  a  plan 
that  you  had  for  his  development  in  your  busi- 
ness? 

A.  As  he  expressed  it  definitely  that  he  was 
going  in  the  contracting  business,  I  wanted  him 
in  business  with  me,  and  of  course  I  developed  him 
for  that  purpose,  with  his  consent,   at  the  time. 

Q.  This  training  you  were  giving  him,  was  that 
casual  or  was  that  intensive  training? 

Mr.  Winter:  The  last  three  questions  have  been 
very  leading.  I  don't  think  the  witness  should  ])e 
led. 

The  Court:  He  may  answer.  What  was  the 
nature  of  the  training? 

Mr.  Bischoff:  Q.  What  was  the  nature  of  the 
training,  whether  it  was  casual  or  intensive? 

A.     Very,   very   intensive   and   concentrated. 

Q.  Did  you  move  him  along  at  the  same  rate 
as  other  employees  were  moved  along? 

A.  Possibly  we  moved  him  along  much  faster 
with  that  type  of  training. 

Q.  When  you  were  together,  then,  at  home 
and  otherwise,  did  you  discuss  problems  of  con- 
struction with  him?    [87] 

A.  To  the  extent  that  we  were  not  very  well 
liked  by  his  mother. 

Q.  Well,  in  the  early  stages  of  development 
was  there  any  discussion  at  home  as  to  his  asso- 
ciation with  you  in  business? 
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A.  My  impression  was  that  he  wanted  to  be  on 
his  own;  among  things,  he  wanted  to  go  to  South 
America,  like  all  other  construction  young  peojjle 
do. 

Q.  What  did  you  do  when  you  learned  of  that 
inclination  ? 

A.  Put  on  quite  a  sales  campaign  to  talk  hun 
out  of  it. 

Q.  Was  that  subject  a  subject  of  discussion 
in  the  family  between  your  wife  and  William  and 
yourself  %  A.     Yes. 

Q.  Over  what  period  of  time  did  those  discus- 
sions continue? 

A.  Oh,  from  the  time  he  graduated  from  Stan- 
ford and  came  to  work  for  us. 

Q.  W^hen  you  learned  of  his  inclination  to  go 
to  South  America,  what  did  you  do  then? 

A.  All  this  developed  very  rapidly  and  was 
crystallized  with  him.  The  fact  he  was  called  into 
the  service  changed  a  lot  of  plans. 

Q.  What  I  am  trying  to  get  at,  Mr.  Hammond 
is  whether  the  inclination  he  had  to  go  to  South 
America  had  anything  to  do  with  your  ultimate 
determination  to  take  him  into  partnership? 

A.     Very  much. 

Q.  When  did  you  express  that  intention,  then, 
and  what  was  done  in  that  respect?  Ultimately, 
what  was  decided  upon? 

A.  Because  he  was  a  reserve  officer,  he  finally 
was  taken  into  [88]  the  service.  He  did  not  get 
a  physical  examination  here  but  was  sent  to  Fort 
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Lewis  first  and  within  three  or  four  days — I  think 
the  examining  officer  advised  him  that  he  would 
not  be  able  to  stay  in  the  Army  but  that  it  would 
take  thirty  or  sixty  days  probably  get  him  back 
out,  and  that  was  the  first  time  that  we  knew 
that  he  was  going  to  be  out  or  that  he  was  going 
to  stay  out. 

At  that  time  I  discussed  it  with  his  mother  and, 
when  he  got  back,  I  had  crystallized  a  set  of  plans 
to  make  Bill  a  partner,  if  he  was  willing  to  be  a 
partner,  and  make  a  deal  with  the  other  two  boys 
who  I  was  also  raising  in  the  construction  busi- 
ness. 

Q.     Those  two  boys  were  who? 

A.     Mr.  Petersen  and  Mr.  Mason. 

Q.     They  had  been  with  you  for  some  time? 

A.  Yes,  and  gone  through  the  same  training 
that  Bill  had  except  a  little  longer  time. 

Q.  How  long  before  February  3,  1942,  was  it 
that  Bill  was  discharged  because  of  disability, 
approximately  ? 

A.  You  mean  when  he  was  back  here  or  received 
his  discharge?  That  was  only  a  few  days  before 
that.  I  mean,  it  was  shortly  after  he  got  back, 
actually  back  into  Portland. 

Q.  That  is  when  you  took  up  this  matter  of  a 
partnership  ? 

A.    Took  it  up  almost  immediately. 

Q.  Are  those  the  discussions  that  culminated 
in  the  making  of  [89]  the  agreement,  which  is 
Plaintiff's  Exhibit  No.  3,  Exhibits  2  and  3? 

A.     The  agreements  with  Petersen  and  Mason? 
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Q.  No,  Exhibits  No.  2  and  No.  3  are  the  bill 
of  sale   and  partnership   agreements. 

A.    Yes. 

Q.  Those  are  the  discussions  that  culminated 
in  those  two  instrmnents?  A.     Yes. 

Q.  Just  before  he  went  into  the  Army  the 
first  time,  will  you  state  the  character  of  work  he 
was  doing  at  that  time  in  connection  with  your 
operations  ? 

A.  I  believe  he  was  the  engineer  on  the  Alum- 
inum Plant  at  Troutdale,  in  charge  of  all  of  the 
layout  and  general  engineering  of  that  type  for 
all  the  buildings,  which  covered  quite  a  territory 
and  he  had  quite  a  few  engineers  under  him. 

Q.  Will  you  state  how  the  character  of  the 
work  you  w^ere  doing  after  the  war  started  com- 
pared with  the  jobs  that  you  were  doing  before, 
in  Portland? 

A.  Well,  the  jobs  were  larger  and  there  were 
many  more  of  them. 

Q.  In  connection  with  this  aluminum  job  upon 
which  Bill  was  the  engineer,  was  he  in  sole  charge 
of  that  job? 

A.  No.  In  fact,  he  was  under  Petersen,  who  was 
the  superintendent  in  charge  of  the  job. 

Q.     Who  was  the  chief  engineer?   [90] 

A.    Bill  was  the  chief  engineer. 

Q.  And  that  was  the  condition  when  he  went 
into  the  Army  originally? 

A.    Yes,  the  first  time. 

Q.  Then  he  w^as  in  there  a  short  space  of  time 
and  was  discharged?  A.     Yes. 
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Q.  When  he  came  back,  this  partnership  agree- 
ment was  made?  A.     That  is  correct. 

Q.  What  work  did  you  set  him  to  do?  What 
was  the  nature  of  his  activties  after  the  partner- 
ship agreement  was  made?  Were  they  enlarged 
any? 

A.  Very  much.  As  a  matter  of  fact,  the  condi- 
tions had  changed  into — We  had  got  a  big  housing 
project,  called  University  Homes,  which  took  Ma- 
son out  of  the  picture;  took  him  clear  out.  That 
was  one  job  that  was  plenty  big  enough.  The  ac- 
tivities at  the  aluminum  plant  had  grown  larger, 
and  we  had  just  accumulated  another  housing  proj- 
ect at  Guilds  Lake.  That  left  me  with  nobody  in 
the  office,  so  I  made  Bill  general  superintendent  of 
the  Guilds  Lake  project  and  also  assistant  to  me 
in  the  office  for  other  work. 

Q.  Were  his  responsibilities  greatly  increased 
by  reason  of  that  change? 

A.  Well,  the  Guilds  Lake  job  was,  I  think,  bet- 
ter than  a  million-and-a-half  job  of  housing  in 
which  he  was  completely  in  charge  and  dealt  with 
the  Federal  Public  Housing  Authority  direct;  took 
[91]  care  of  the  supervision  of  the  construction,  the 
collection  of  the  money  and  the  general  records 
that  are  involved  in  that  type  of  a  transaction. 

Q.  Did  he  have  anything  to  do  with  the  making 
of  the  bids  and  submitting  of  the  bids  on  that  job? 

A.  Well,  he  helped ;  as  a  matter  of  fact,  on  a  bid 
of  that  size,  we  all  sit  in,  Peterson,  Mason,  Bill  and 
myself,  four  of  us. 
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Q.  Who  did  the  major  part  of  accumulating 
the  data  and  prices  and  so  forth  to  enable  a  l)id 
to  be  made? 

A.     I  believe  Bill  did  that  on  that  job. 

Q.  Did  he  continue  in  doing  work  of  that  char- 
acter after  the  partnership  agreement  was  entered 
into?  A.     Oh,  yes. 

Q.     Did  he  have  authority  to  sign  checks? 

A.    Yes. 

Q.  Did  he  have  authority  to  give  instructions 
with  respect  to  the  purchase  of  materials  and  to 
make  decision  with  respect  to  the  major  aspects 
of  the  operation?  A.     Yes. 

Q.  How  long,  then,  did  he  remain  in  that  work 
before  he  again  went  into  the  Army? 

A.     I  believe  that  was  October  of  that  year,  1942. 

Q.  Was  there  any  difference  of  opinion  between 
you  and  your  son  with  respect  to  whether  he 
should  attempt  to  get  into  the  Army  or  continue 
to  w^ork  and  so  on?  [92] 

A.  Yes,  very  much.  I  wanted  him  out  of  the 
Army  because  I  believed  he  could  do  Uncle  Sam 
more  good  here  than  he  could  in  the  Army  and, 
after  a  lot  of  discussion,  he  practically  told  me 
to  run  my  own  business.  He  had  been  in  the  Army 

he  had  two  commissions  and  thought  he  ought 

to  go. 

Q.  The  operations  you  w^ere  conducting  and 
the  partnerships and  the  contracts  the  partner- 
ship had,  were  they  Government  contracts? 

A.     I  think  100  per  cent  of  them  wxre. 
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Q.  It  was  your  view  that  he  could  better  serve 
the  war  effort  by  remaining  with  you? 

Mr.  Winter:  All  of  counsel's  questions  are  lead- 
ing and  we  certainly  object  to  them. 

Mr.  Bischoff:     I  will  withdraw  that  question. 

Q.  State  what  your  views  were  as  to  where  he 
could  best  serve  the  war  effort? 

Mr.  Winter:  We  will  object  to  that  as  calling 
for  a  conclusion  of  the  witness,  what  his  views 
were. 

The  Court:    Answer. 

A.  Well,  he  could  best  serve  the  same  as  Peter- 
sen and  Mason  and  the  rest  of  the  boys  were  on 
this  work  that  had  to  be  done  before  the  war 
started,    actually. 

Q.  Your  own  knowledge  of  his  physical  dis- 
ability, did  that  have  anything  to  do  wdth  your 
determination   or   conclusion  ? 

A.  I  knew^  they  could  never  get  him  out  of  the 
country.    [93] 

Q.  Do  you  know  what  the  nature  of  his  dis- 
abilities w^ere? 

A.  Well,  in  layman's  terms,  he  had  had  a  mas- 
toid, and  they  had  severed  a  nerve,  I  think,  and 
broke  the  eardrum,  so  he  had  a  physical  defect  on 
the  side  of  his  face  and  he  could  not  hear  out  of  one 
ear. 

Q.  Nevertheless,  he  went  into  the  Army  in  the 
latter  part  of  1942?  A.     That  is  correct. 

Q.     How  long  did  he  remain  in  the  Army? 

A.    I  think  about  four  years. 
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Q.  Do  you  remember  when  he  got  out  of  the 
Army? 

A.  I  can't  remember;  about,  oh,  I  think  about 
two 1  can  add  it  up;  a  couple  of  years  ago. 

Q.  Well,  we  will  have  Bill  tell  that.  He  will 
know  perhaps  better  than  you  can  recall  it. 

A.     Yes. 

Q.  During  the  time  he  was  in  the  Army  did  he 
go  overseas  at  all?  A.     No. 

Q.  Was  he  discharged  by  reason  of  a  disability 
ultimately  ?  A.     No. 

Q.  Did  you  see  Bill  at  all  during  the  period  of 
time  he  was  in  the  Army  for  the  second  time? 

A.     Several  times. 

Q.  Did  you  confer  with  him  in  reference  to 
your  business  affairs  or  partnership  affairs?  [94] 

A.    In  detail. 

Q.  Did  you  correspond  with  him  in  connection 
with  business  affairs  during  the  time  he  was  in 
the  Army? 

A.     Quite  a  lot,  mostly  by  telephone. 

Mr.  Winter:  This  is  all  leading,  it  seems  to 
me,  if  the  Court  please. 

Mr.  Bischoff:  Q.  Mr.  Hammond,  when  you 
made  the  partnership  agreement  with  your  son  in 
February,  1942,  did  you  disclose  the  existence  of 
that  partnership   agreement  to  anyone? 

A.     Only  to  Bill  and 

Q.     I  presume  your  wife  knew  of  it? 

A.    Yes.  I  very  probably  would  do  that. 
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Q.  What  did  you  continue  to  do  in  the  matter 
of  taking  contracts  for  yourself? 

A.     I  took  them  as  an  individual. 

Q.  Now,  will  you  tell  the  Court  why  you  kept 
the  existence  of  the  partnership  between  you  and 
your  son  a  secret? 

A.  Well,  Mr.  Mason,  particularly,  had  been  very 
aggressive  in  wanting  more  and  more  salary  and 
an  interest.  I  had  been  trying  to  satisfy  them,  and 
he  wanted  to  be  a  partner.  He  wanted  to  have  a 
proprietary  interest  in  the  organization  which  I 
definitely  did  not  want.  Mr.  Petersen  was  less  that 
way  and 

Q.  But  was  he  wanting  a  partnership  interest, 
too? 

A.  Yes,  I  think  probably  being  led  by  Mr. 
Mason — a  proprietary  interest  or  some  kind  of  a 
deal,  either  to  form  a  corporation  or  [95]  some  way 
to  get  a  proprietary  interest,  and  we  had  been 
talking  about  it  for  a  long  time,  a  long  time  before 
these  agreements  ever  crystallized.  I  did  not  dare 
let  him  know  because,  with  all  of  this  work  coming 
up 

Q.     Let  who  know? 

A.  I  did  not  dare  let  Mason  know  or  Petersen. 
After  all,  if  you  let  anybody  else  know,  you  let 
everybody  know,  and,  mth  all  of  this  work  that 
we  had  coming  up,  and  with  this  type  of  men  whom 
I  had  trained  for  ten  or  fifteen  years,  I  knew,  of 
course,  the  tendency  was  for  every  contractor  to 
reach  out  and  offer  some  enormous  salaries  to  these 
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boys,  and  they  were  still  boys,  and  I  was  afraid 

that  they  might  jump  at  them. 

But  I  didn't  want  to  do  that  with  Bill;  if  I  was 
going  to  get  him  in,  I  wanted  him  in  on  a  propri- 
etary interest,  which  he  agreed  was  the  right  thing 
to  do,  but  I  couldn't  let  them  know  that  because 
immediately  they  would  have  put  up  a  big  argu- 
ment and  my  agreement  with  them  would  have  been 
worthless. 

I  couldn't  tell  the  bank  because  Mr.  Mason's 
father-in-law  was  vice  president  of  the  bank  that 
I  did  business  with,  so  I  decided  to  tell  nobody 
but  Bill  and  his  mother.  That  was  the  first  reason, 
and  then,  when  he  went  back  in  the  Army  a  second 
time,  then  there  were  ten  more  reasons  because  he 
had  had  the  same  experience,  as  you  may  know, 
with  the  Government 

Q.  Will  you  explain  what  those  reasons  were? 
[96] 

A.  Every  time  you  make  a  change  order,  with 
a  partnership  you  have  to  have  both  signatures 
and  at  that  time  we  did  not  know  where  Bill  might 
be,  and  there  would  have  been  delay  and  delay, 
and  red  tape  and  everything  under  the  sun,  and 
that  was  the  reason  it  was  kept  that  way  while  he 

until  after  the  big  rush,  the  first  big  rush,  was 

over. 

Q.  Did  you  disclose  the  partnership  to  your 
bonding  company  or  to  any  representative  of  the 
bonding  company  with  whom  you  did  business? 

A.    I  believe  I  told  Mr.   Thomas  of  Dooly   & 
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Company  who  had  been  handling  our  bonds  for 
years.  I  didn't  even  want  to  tell  him,  but  I  thought 
there  might  be  some  tough  bonds  coming  up  and 
I  wanted  to  be  in  a  position  for  them  to  bond  us. 
Well,  they  never  did  develop  so  we  never  had  to 
put  up  a  bond  on  this  work. 

Q.  When  you  disclosed  that  to  Mr.  Thomas, 
what  did  he  tell  you? 

Mr.  Winter:  We  will  object  to  what  Mr. 
Thomas  told  him  as  hearsay,  as  far  as  we  are  con- 
cerned. 

Mr.  Bischoff.     Q.    Where  is  Mr.  Thomas  now? 

A.     He  is  on  a  vacation,  I  believe. 

Q.     Do  you  know  where  he  is  ? 

A.     I  think  in  Palm  Springs ;  I  am  not  sure. 

Q.  Did  you  withhold  the  information  from  your 
office  help,  the  bookkeeper,  for  instance? 

A.     I  withheld  it  from  everybody. 

Q.  Is  that  the  reason  why  you  took  the  con- 
tracts in  your  own  [97]  name? 

A.     I  didn't  understand. 

Q.  Are  those  the  reasons  you  took  contracts  in 
your  own  name,  after  the  partnership  was  formed? 

A.  I  couldn't,  because  these  contracts  were  ac- 
cessible to  everybody  in  the  office,  particularly  these 
men  whom  I  wanted  to  keep  it  away  from,  because 
they  had  to  be  available,  and  I  had  to  serve  as  an 
individual  party  in  them. 

Q.  In  your  contract  with  your  son,  the  partner- 
ship contract,  you  made  a  provision  for  retaining 
earnings  above  $30,000  a  year  for  working  capital. 
Why  was  that  done  ? 
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A.  In  the  contracting  business  it  is  very  import- 
ant that  we  have  heavy  liquid  assets  because  of 
bonding  capacity  and  because  of  finance  charges — • 
Well,  normally,  while  we  are  supposed  to  get  paid 
every  month,  by  the  time  they  come  through  it  is 
two  months  or  better,  but  the  workmen  get  paid 
every  payday,  and  that  requires  a  lot  of  cash  or 
liquid  assets  which  you  can  borrow  money  on  at 
the  bank. 

Q.  At  the  same  time  you  made  the  agreement, 
the  partnership  agreement,  with  Bill,  you  also 
made  two  other  agreements  with  Mason  and  Pe- 
tersen? A.     I  did. 

Q.  Were  similar  provisions  made  with  respect 
to  retaining  the  working  capital  in  the  business? 

A.     Yes.  I  gave  them  a  drawing  account.  [98] 

Mr.  Winter:  The  agreements  are  the  best  evi- 
dence, if  the  Court  please. 

Mr.  Bischoff:  Q.  Mr.  Hammond,  during  the 
course  of  the  partnership  arrangement,  after  the 
agreement  was  made,  did  you  purchase  some  se- 
curities ?  A.     Yes. 

Q.    With  surplus  funds?  A.     Yes. 

Q.    You  bought  them  from  time  to  time? 

A.    Yes. 

Q.  In  whose  name  were  those  securities  pur- 
chased ?  A.     Mine. 

Q.     Were  those  purchased  with  firm's  funds? 

A.    Yes. 

Q.  Why  did  you  purchase  those  securities  in 
your  own  name? 
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A.  Well,  I  purchased  them  through  Dickinson 
&  Jones,  bond  brokers,  and  Mr.  Jones,  when  I  sug- 
gested what  I  wanted  them  for  and  why  I  was  pur- 
chasing them — I,  of  course,  wanted  to  purchase 
them  as  a  partnership  deal  and  he  advised  me 

Mr.  Winter:  We  will  object  to  what  Mr.  Jones 
advised  him,  as  hearsay. 

Mr.  Bischoff:     Yes. 

Q.  Were  you  buying  and  selling  these  secu- 
rities from  time  to  time?  A.     Yes.   [99] 

Q.  In  making  sales,  you  knew  you  had  to  en- 
dorse the  securities?  A.     Yes. 

Q.  And  did  the  absence  of  your  son  in  the  serv- 
ice have  anything  to  do  with  determining  how  to 
purchase  the  securities? 

Mr.  Winter:  We  submit  that  the  question  is 
leading  and  calling  for  a  suggestion — a  suggested 
answer.  He  can  ask  him  his  reason  for  doing  it, 
but  I  don't  think  he  can  tell  him  the  answer.  The 
question  is  objected  to. 

The  Court :  Why  did  you  buy  them  in  your  own 
name? 

A.  Because,  in  transferring  them  back  and 
forth,  as  Jones  suggested  we  might  have  to  sell, 
and,  to  get  the  endorsement  of  Bill,  when  we  would 
not  know  where  Bill  might  be  and  how  quick  it 
could  be  obtained — it  would  be  much  simpler  to 
buy  them  as  an  individual. 

Mr.  Bischoff:  Q.  Did  you  use  these  securities 
as  collateral  in  financing? 
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A.  The  bank  has  $50,000  of  them  now.  The  bank 
probably  would  not  accept  them  unless  they  were 
endorsed  by  both. 

Q.  In  other  words,  if  they  had  been  bought  in 
the  name  of  both,  it  would  require  the  endorsement 
of  both  to  use  them  for  collateral?  A.     Yes. 

Q.  When,  for  the  first  time,  was  any  disclosure 
made  of  the  existence  of  a  partnership  between 
yourself  and  Bill  to  anyone  outside  of  the  imme- 
diate family? 

A.  When  Bill  came  back  from  the  Army,  it  was 
necessary,  for  [100]  some  reason,  to  establish  the 
assumed  name,  to  be  published,  and,  knowing  that 
that  was  going  to  be,  I  told  Mr.  Petersen.  First,  I 
told  him  and  told  Mr.  Mason  a  little  later  on.  This 
was  only  a  couple  of  years  ago. 

Q.  At  that  time  what  was  the  condition  of 
affairs  with  resjiect  to  the  need  for  secrecy? 

A.  Well,  we  were  in  a  lot  easier  shape  to  take 
care  of  our  business.  We  had  developed  some  more 
men  that  could  prol^ably  be  brought  up  and  Bill 
was  back  and,  well,  it  wasn't  so  important  whether 
somebody  got  mad  and  walked  out. 

Q.  When  you  made  the  disclosure  to  Petersen, 
did   he    express   any   surprise? 

A.  Yes.  His  nationality  keeps  him  from  talk- 
ing very  much,  being  Swede,  but  he  was  rather 
surprised. 

Q.  Did  you  tell  him  the  reason  why  you  had 
kept  this  a  secret  from  him?  A.    Yes. 

Q.  Did  he  make  any  issue  of  the  thing  after 
that?  A.     No. 
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Q.     Did  you  ultimately  inform  Mason  about  it? 

A.    Yes. 

Q.  Had  you  communicated  that  information  to 
him  before  you  filed  the  assumed  name  certificate? 

A.     I  think  a  short  time. 

Q.  Up  to  the  time  that  you  made  the  disclosure 
of  the  existence  [101]  of  a  partnership  between 
you  and  your  son,  did  you  give  any  instructions 
about  changing  the  method  of  bookkeeping  that 
had  been  theretofore  used?  A.     No. 

Q.  After  the  disclosure  was  made,  were  any 
changes  made  in  the  bookkeeping  so  as  to  reflect 
his  interest? 

A.  No,  there  was  no  changes  made,  that  I  know 
of. 

Q.  Mr.  Hammond,  may  I  ask  to  what  extent, 
if  any,  you  are  familiar  with  the  bookkeeping  or 
accounting  methods?  Do  you  know  anything  about 
that  at  all?  A.     Very  little. 

Q.     Have  you  had  any  training  in  that  at  all? 

A.     None. 

Q.  Do  you  profess  to  understand  anything 
about  accounting  methods? 

A.  I  have  difficulty  reading  a  financial  state- 
ment. 

Q.  Did  you  give  any  detailed  instructions  as 
to  the  manner  in  which  the  accounts  were  to  1)6 
kept  ?  A.     None. 

Q.     Whom  did  you  leave  that  to? 

A.  My  office  manager  and  my  counsel,  Mr. 
Jacob. 
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Q.     And  your  bookkeeper?  A.     Yes. 

Q.  Could  you  state,  generally,  how  contracting* 
\vork  is  done?  That  is,  state  generally  how  you 
make  bids  on  the  contracts  and  [102]  how  they 
are   operated? 

A.  Well,  normally,  we  get  a  set  of  plans,  figure 
the  quantities  and  prices,  put  a  price  on  the  cost 
of  doing  business,  doing  the  J0I3,  and  bid  on  it 
and,  if  we  are  the  successful  bidder,  we  make  a 
contract  to  complete  the  job  on  that  basis,  usually 
through  an  architect  who  represents  the  owner. 
Does  that  answer  your  question? 

Q.  That  is  all  right  as  far  as  it  goes,  but  I 
wanted  to  know:  Is  there  more  than  one  type  of 
construction  contract?  Do  you  take  them  on  a  fixed 
amount  or  are  there  some  that  you  take  on  a 
cost-plus    basis  ? 

A.     There   are  many   different  types. 

Q.  Generally  speaking,  what  types  of  contracts 
did  you  make  during  these  years  in  question? 

A.  AYell,  we  had  some  lump-smn  contracts;  we 
had  some  cost-plus  percentage  contracts,  which  is 
a  percentage  of  the  cost:  we  had  some  cost-plus- 
fixed-fee  contracts,  which  is  the  cost  of  the  opera- 
tion plus  a  fixed  amount  of  money  which  you  are 
paid  for  doing  it. 

Q.     Were  those  three 

A.     I  beg  your  pardon? 

Q.  Were  those  three  methods  the  ones  that 
were  employed  in  the  contracts  that  you  took? 

A.  Normally,  yes.  We  had  one  that  was  entirely 
different. 
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Q.  What  was  this  one  you  speak  of  that  was 
entirely  different?  [103] 

A.  This  was  the  Aluminum  Company  job  at 
Troutdale. 

Q.  State  what  happened?  First,  let  me  ask  you: 
Who  was  erecting  the  Aluminum  Plant?  For  whom 
was  it  being  done? 

A.  The  Defense  Plant  Corporation,  with  the 
Aluminum  Company  of  America  as  their  agent. 

Q.     Is  that  a  Federal  agency? 

A.  The  Defense  Plant  Corporation  was  a  sub- 
sidiary of  the  Reconstruction  Finance  Corporation. 

Q.     It  was,  in  effect,  a  Government  operation? 

A.    Yes. 

Q.  State  what  happened  in  connection  with  that 
project  from  its  inception? 

Mr.  Winter:     Was  the  contract  in  writing? 

Mr.  Bischoff:  No,  it  was  not,  at  the  beginning. 
I  want  the  history  of  the  transaction,  leading  up 
to  the  ultimate  making  of  a  contract. 

Mr.  Winter:  We  will  object  to  that.  The  con- 
tract is  the  best  evidence.  The  negotiations  leading 
up  to  it  would  be  incompetent,  irrelevant  and  im- 
material. 

The  Court:     Go  ahead. 

A.  Well,  apparently  they  had  no  preconceived 
idea  of  what  they  were  going  to  ])uild  at  Troutdale, 
but  they  had  to  have  some  competitive  bids. 

Mr.  Bischoff:  When  you  say  'Hhey,"  whom  are 
you  referring  to?  [104] 

A.     The  Defense  Plant  Corporation. 
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Q.     And  its  representative? 

A.  Yes,  the  Aluminum  Company  of  America. 
How  many  contractors  they  called  I  don't  know, 
but  they  eventually  called  us  to  give  them  a  price 
per  cubic  yard  on  concrete,  including  the  excavat- 
ing, the  forms,  the  concrete,  the  steel,  anchor  bolts 
and  engineering  and  overhead;  and  they  couldn't 
tell  us  how  much  concrete  was  going  to  be  used. 
They  gave  us  a  few  prints,  some  prints,  some  build- 
ings that  were  over  at  Vancouver,  Washington,  and 
some  way  down  South,  and  in  Mississippi.  They 
were  going  to  have  some  buildings  like  them.  They 
wanted  a  price  per  cubic  yard  on  the  concrete  to 
build  them. 

Q.  This  price-per-yard  basis,  was  that  to  in- 
clude all  the  steel  and  everything  else? 

A      Everything. 

Q.  That  was  the  yardstick  that  was  to  be  used 
for  computing  the  compensation? 

A.     That  is  correct. 

Q.     Proceed  from  there. 

A.  Then  we  finally  agreed  on  that  price  per 
yard.  That  is  all  we  had,  was  a  price  per  yard. 

Q.  At  the  time  when  you  agreed  as  to  the  price 
per  yard,  did  you  have  any  information  as  to  how 
much  yardage  you  were  going  to  have  to  do  on 
the  project? 

A.  We  had  a  guess  verbally  by  the  man  in 
charge  of  the  project  [105]  for  the  Aluminum 
Company. 
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Q.  Does  the  quantity  of  work  that  is  to  be  done 
have  a  ])earing  upon  the  yardage  price  that  is 
to  be  charged? 

A.  Very  much.  It  takes  the  same  amount  of 
equipment,  it  takes  the  same  amount  of  engineer- 
ing, it  takes  the  same  amount  of  overhead  to  put 
10,000  yards  of  concrete  in  or  50,000  yards.  The 
only  thing,  it  takes  more  quantity  of  material  to 
put  in  50,000  yards,  and  perhaps  a  little  more  time, 
iDut  the  same  equipment  that  we  had  to  buy  to  put 
the  10,000  yards  would  put  m  50,000  or  60,000,  so 
we  were  trying  to  find  out — there  wasn't  any  way 
of  finding  out  definitely  how  much  concrete  that  we 
were  eventually  going  to  put  in. 

Q.  Was  there  any  rough  estimate  made  at  that 
time  as  to  what  it  might  be? 

A.  Yes.  The  man  in  charge  guessed  that  there 
might  be  30,000  yards.  We  looked  at  it  and  we 
thought  that  there  would  be  15,000  yards,  so  we 
compromised  and  based  our  price  in  between.  As 
a  matter  of  fact,  when  we  ended  up  there  were 
60,000  yards. 

Q.     How  much?  A.     60,000. 

Q.     60,000  yards?  A.     Yes. 

Q.  How  did  that  increase  come  about?  What 
was  the  reason  for  that  large  increase? 

A.  They  added  more  and  additional  buildings 
as  they  went  along.  [106]  Sometimes  the  style  and 
type  were  changed  and,  of  course,  the  unit  price 
per  yard  of  concrete  would  not  always  apply,  and 
we  had  to  go  on  the  assumption  that  we  were  going 
to  be  treated  fairly  and,  on  the  statement  of  the 
man  in  charge,  we  kept  pouring  concrete,  but  we 
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didn't  have  any  contract  to  pour  the  concrete. 

Q.  Did  you  have  any  writing  at  all  when  you 
started  in  to  do  that  work? 

A.  AVhen  we  started  the  first  operation,  I  think 
we  had  a  letter  agreement  of  so  much  a  yard  for 
the  concrete  that  we  were  going  to  put  in,  based 
on  a  few  sketches  of  the  job,  the  building  that  we 
were  going  to  build  but,  before  we  got  through, 
everything  changed,  and  they  put  up  a  different 
type  of  building. 

Q.  But,  ultimately,  you  did  get  a  written  con- 
tract covering  that  job? 

Mr.  Winter:  He  said  he  had  a  letter  contract, 
whatever  that  is. 

The  Court:     Did  you  have  a  contract? 

A.     Eventually,  we  had  a  purchase  order. 

Mr.  Bischoff:  Q.  Before  you  had  that  pur- 
chase order,  was  there  any  way  of  knowing  how 
much  concrete  you  had  to  pour  or  how  large  a 
building  you  would  ultimately  have  to  construct? 

A.     No. 

Q.  Were  you  able  at  this  point  to  estimate  the 
profits  you  were  going  to  make  on  that  operation? 
[107] 

A.  No,  we  couldn't  find  out  how  much  we  were 
going  to  get  paid  for  it. 

Q.     In  what  year  did  this  originate? 

A.     The  Aluminum  Plant? 

Q.    Yes. 

A.  Well,  1942,  I  believe,  in  the  early  part  of 
1942. 
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Q.     Was  it  1941? 

A.  Well,  it  could  have  been  the  latter  part  of 
1941.  It  is  quite  a  while  ago. 

Q.  At  any  rate,  did  you  get  a  written  contract 
in  the  same  year  the  work  originated  or  did  you 
get  it  during  subsequent  years? 

A.  I  can't  recall.  We  jjrobably  started  out  there 
before  we  had  any  thing  written.  It  was  speed, 
speed  and  more  speed. 

Q.  Who  urged  you  to  get  started  without  any 
contract  ? 

A.  The  representative  of  the  Aluminum  Com- 
pany. 

Q.  Did  the  war  conditions  have  anything  to 
do  with  your  determination  to  go  ahead  without 
a  contract? 

A.  Well,  we  were  also  patriotic  besides  being 
businessmen  and  we  knew  that  eventually  we  were 
going  to  get  paid.  We  had  to  win  the  war  or  it 
would  not  make  any  difference. 

Q.  Was  that  the  only  instance  of  that  kind,  in 
contract  work  that  you  did  during  the  years  from 
1941  to  1944,  that  type  of  contract? 

A.  Never  had  a  type  like  that  before  or  since,  in 
the  thirty-seven  years  I  have  been  in  the  busi- 
ness. [108] 

Q.  With  respect  to  the  three  other  types  of 
contracts,  one  being  a  lump-sum  contract  in  which 
you  took  all  the  chances 

A.     Yes. 
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Q.    and  another,  the  cost-plus  contract  where 

your  profit  was  figured  on  a  percentage  of  the 
cost A.     Yes. 

Q.     and  the  third  was  a  lump-sum  contract, 

regardless  of  the  cost?  A.     Yes. 

Q.  That  is,  you  were  reimbursed  your  actual 
cost  plus  a  fixed  sum  for  your  services'? 

A.     That  is  right. 

Q.  Was  the  method  of  payment  the  same  in 
all  of  those  contracts,  that  is,  the  interim  payments 
or  payments  during  the  course  of  the  work? 

A.     No,  they  could  not  be. 

Q.  How  frequently  were  you  paid  on  these  con- 
tracts, weekly  or  monthly?  A.     Monthly. 

Q.  How  did  you  determine  the  amount  for 
which  you  were  to  send  bills  each  month? 

A.     On  the  normal  type  contracts? 

Q.    Yes. 

A.  Well,  we  would  put  in  a  bill  to  the  archi- 
tect who,  in  turn,  checked  the  bill  and  issued  a 
certificate  to  us,  which  we  would  [109]  send  to  the 
owner  and  which  the  owner  honored  with  payment. 
That  was  the  normal  procedure. 

Q.  How  was  the  quantity  or  the  amount  for 
which  you  rendered  bills  arrived  at?  What  are 
those  called  in  contractor's  words? 

A.     Monthly  estimates. 

Q.  How  were  those  monthly  estimates  arrived 
at  which  were  included  in  each  month's  billing? 

A.  Our  staff,  one  of  them — Bill  or  Petersen  or 
Mason  or  myself — would  figure  out  how  much  we 


156  J.  W.  Moloney  vs. 

(Testimony  of  Ross  B.  Hammond.) 
had  done  on  a  certain  job;  take  it  up  to  the  archi- 
tect and  go  over  it  with  him.  If  he  agreed  with  us, 
that  was  it,  and  we  put  on  a  formal  request  which 
he  approved  and  attached  his  certificate  of  pay- 
ment, which  we  presented  to  the  ow^ners. 

Q.     Was  that  uniform  practice? 

A.     That  was  normal  practice. 

Q.  I  would  assume  on  each  job  the  one  who  was 
superintending  the  work  prepared  those  estimates? 

A.  Yes,  if  it  was  a  large  job, — if  it  was  a  job 
where  we  had  somebody  in  charge  of  it  that  was 
big  enough  to  do  it. 

Q.  In  other  words,  if  Mr.  Mason  was  in  charge 
of  the  job,  he  kept  the  estimates  and  did  those 
things  you  have  described?  A.     Yes. 

Q.     If  Bill  was  in  charge,  he  did  that? 

A.    Yes. 

Q.  So,  he  followed  the  normal  way  of  doing 
it?   [110] 

A.     That  was  the  normal  procedure. 

Q.    And  that  was  the  way  it  was  followed  out? 

A.  Yes,  and  then,  of  course,  we  checked  the 
invoices  which  were  at  the  office  and  not  at  the  job. 

Q.  But  in  any  event,  before  the  invoices  were 
sulDmitted,  the  approval  of  the  architect  or  engi- 
neer, or  whoever  was  in  charge  for  the  owner,  was 
obtained?  A.     That  is  right. 

The  Court :  I  think  we  had  better  break  off  now. 
You  are  getting  into  another  subject. 

Mr.  Bischoff:    Yes. 

The  Court:    What  time  do  you  want  to  resume? 
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Mr.  Bischoff:     Two  o'clock. 

Mr.  Winter:  I  would  like  to  commence  at  one- 
thirty,  if  the  Court  please. 

The  Court:  We  are  certain  not  to  get  through 
today. 

Mr.  Bischoff:  I  would  prefer  two  o'clock,  your 
Honor. 

The  Court:     Two  o'clock,  then. 

(Thereupon   a   recess   was   taken   until   2:00 
o'clock  p.  m.)    [Ill] 

Court  reconvened  at  2:00  o'clock  p.  m.,  Tuesday, 
January  13,  1948. 

ROSS  B.  HAMMOND 
plaintiff,  having  been  previously  duly  sworn,  re- 
sumed the  stand  and  further  testified  as  follows: 

Direct  Examination — (continued) 
By  Mr.  Bischoff: 

Q.  Mr.  Hammond,  I  was  asking  you  about  the 
method  of  making  your  monthly  estimates  to  the 
owners  at  the  end  of  each  month,  and  you  ex- 
plained how  that  was  done,  in  one  instance. 

With  respect  to  the  other  three  methods,  that 
is,  the  fixed-amount  contract  where  you  take  a 
contract  for  a  lump  sum  and  you  take  all  the 
chances,  and  the  contract,  a  cost-plus,  percentage 
of  the  cost,  and  the  third  where  you  have  the  cost 
plus  a  fixed  fee.  How  do  you  determine  the  monthly 
estimates  in  those  three  particulars? 

A.  Well,  they  are  all  determined  approximately 
the  same  way,  submitting  the  monthly  estimate  to 
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the  architect  who  approves  it  and  issues  his  certi- 
ficate,  which   certificate  we  present  to  the   owner 
for  payment.  They  are  all  on  practically  the  same 
basis. 

Q.  In  the  case  of  the  Almninum  Plant  job,  did 
you  submit  any  monthly  estimates  during  the  time 
you  had  no  contract? 

A.  No,  we  couldn't.  It  was  not  recognized.  We 
could  not  complete  anything. 

Q.  In  other  words,  you  kept  spending  money 
for  labor  and  [112]  materials  but  you  were  in  no 
position  to  bill  them? 

A.     In  the  latter  part  of  the  job,  yes. 

Q.  When  you  say  '' latter  part",  does  that  mean 
after  you  got  your  contract? 

A.  No.  In  the  first  part  of  the  job,  we  would 
have  the  engineers  on  the  job  for  the  Aluminum 
Company  with  our  engineers  check  the  quantity  of 
yardage  which  we  had  installed,  which  we  had 
a  unit  price  for,  and  that  they  would  approve 
unofficially.  Then  we  would  make  it  out  and  send 
it  through  channels.  It  would  go  to  the  engineer 
who  had  already  checked  it,  who  would  send  it 
through  to  the  main  office;  then,  in  turn,  it  went 
to  the  Aluminum  Company,  Pittsburgh  office,  then 
to  the  Defense  Plant  Corporation,  Cleveland  office, 
and  it  was  finally  sent  back  to  some  other  office  and 
eventually  we  got  a  check  for  it;  but  there  was 
more  of  the  job  that  we  were  pouring  concrete  on 
for  which  we  had  no  prices  established,  so  all  we 
could  do  then  was  to  keep  pouring  concrete  but 
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we    could   not   submit   an    estimate   because   there 

wasn't  any  order  to  check  the  estimate  with. 

Q.  And,  not  being  able  to  submit  an  estimate, 
you  did  not  do  an}^  l)illing? 

A.  No.  As  a  matter  of  fact,  we  did  do  some 
billing,  and  they  sent  it  back  to  us  saying  we  could 
not  bill  it. 

Q.  Do  you  remember  when  you  concluded  to 
dissolve  the  corporation  and  carry  on  your  opera- 
tions in  your  ow^n  name?  You  remember  the  oc- 
currence? [113]  A.     Yes. 

Q.  Was  the  corporation  dissolved  at  the  end  of 
1937  ? 

A.     Approximately  then,  I  remember. 

Q.  At  that  time,  did  you  take  up  with  your 
counsel  and  bookkeepers  the  matter  of  determining 
the  method  of  accounting  which  you  were  to  em- 
ploy individually,  after  the  dissolution  of  the  cor- 
poration ? 

A.  I  think  my  bookkeeper  took  it  up  with  me 
and  said  it  was  a  very  bad  method  to  follow 
through,  for  several  reasons.  One  w^as  that  I 

Q.     The  method  that  had  been  formerly  used? 

A.     Yes. 

Mr.  Winter:  We  will  object  to  what  the  book- 
keeper told  him  as  being  heresay. 

The  Court:     Go  ahead. 

A.  Fortunately,  I  have  to  listen  to  my  book- 
keeper because  I  do  not  know  much  about  book- 
keeping. 
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Q.  (Mr.  Bischoff )  :  As  a  result  of  her  state- 
ment to  you,  did  you  take  counsel  and  advice  with 
respect  to  the  method  which  should  be  em.ployed? 

A.     Yes. 

Q.     Whom  did  you  consult  with? 

A.  I  consulted  with  Mr.  Jacob  and  my  book- 
keeper, who  was  very  meticulous.  While  she  wasn't 
a  C.P.A.,  she  was  a  very  fine  accountant.  [114] 

Q.  You  mean  Mr.  Jacob,  who  is  counsel  here 
in  this  case?  A.     That  is  right. 

Q.     Robert  T.  Jacob?  A.     That  is  correct. 

Q.  What  was  the  name  of  the  bookkeeper  you 
had  at  that  time? 

A.     Her  name  at  that  time  was  Edith  Pack. 

Q.    Where  is  she  now?  A.     New  York  City. 

Q.     When  did  she  leave  your  employ? 

A.     I  think  it  some  time  early  in  1941. 

Q.  As  a  result  of  the  consultations  that  you  had 
as  to  the  method  of  accounting  that  should  be  em- 
ployed, did  you  come  to  some  conclusion  as  to  the 
method  to  be  adopted? 

A.  Well,  I  was  advised  that  the  best  method 
to  use  was  the  accrual  method,  and  I  hadn't  any 
more  idea  of  what  that  was  than  a  rabbit,  but  I 
told  them  if  that  was  the  best  method  to  use,  let's 
get  started. 

There  were  some  other  things  that  entered  into 
it,  I  remember,  as  I  had  been  on  a  cash  basis  per- 
sonally and  I  had  accumulated  a  ranch,  and  I  guess 
the  ranch  was  a  rather  rough  job  on  the  accrual 
basis,  and  my  bookkeeper  attempted  to  check  with 
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the  Revenue  Department  to  see  if  we  couldn't  keep 
that  on  the  old  basis  and  the  construction  business 
on  the  accrual  basis,  but  they  said  "No,"  we  would 
have  to  keep  it  all  on  one  basis  and,  of  course,  the 
construction  business  being  the  larger,  that  [llf)] 
is  what  it  was  all  kept  under. 

Q.  Do  you  know  why  it  is  that  the  return,  the 
tax  return  for  the  year  1938  was  not  made  on  the 
accrual  basis? 

A.  Is  that  the  last  half  of  the  Capitol  Build- 
ing'? 

Q.     That  is  right. 

A.  Well,  it  was  explained  to  me  by  my  book- 
keeper that  in  changing  over — we  had  finished  the 
contract,  partially,  on  a  basis — I  think  they  call  it 
a  finished  basis,  but  we  were  still — we  still  had 
some  to  complete  when  I  did  become  an  individual 
operator,  and  it  was  a  confusing  thing  to  know 
which  to  do. 

I  asked  her,  "Why  don't  you  consult  Jacob  and 
possibly  ask  the  Internal  Revenue  Department?  It 
is  something  that  has  to  be  done,"  and,  to  the  best 
of  my  memory,  the  information  that  she  got  was 
from  the  Internal  Revenue  Agent  someplace  that 
it  should  be  carried  on,  that  particular  job,  to 
make  it  consistent.  That  was  her  answer  to  me. 

Q.  The  return,  then,  was  made  in  the  same  man- 
ner as  the  corporation  had  reported  earlier? 

Mr.  Winter:     The  return  is  the  best  evidence. 

Q.     (Mr.  Bischoff )  :     I  am  asking  him. 

A.     To  the  best  of  my  knowledge,  yes. 
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Q.  At  any  rate,  an  attempt  was  made  to  con- 
form to  it? 

A.    Yes,  I  presume  so.  I  told  her  to  do  it. 

Q.  Mr.  Hammond,  what  was  your  policy  with 
respect  to  billing  the  owners  for  work*?  Was  it  the 
desire  to  get  all  the  billing  in  [116]  that  you  could? 

A.     Very  much  so. 

Q.     Why  was  that? 

A.  We  needed  the  money.  We  billed  as  much  as 
we  could  bill. 

Q.  You  say  "as  much."  You  mean  as  much  as 
you  put  into  the  contract? 

A.     All  that  we  could  bill  legally,  we  would  bill. 

Q.     Did  that  prevail  all  through  the  years  ? 

A.     All  contracts. 

Q.  After  Miss  Pack  left  your  employ,  who  be- 
came your  bookkeeper? 

A.  She  had  had  an  assistant  there  who  carried 
on  for  a  short  period ;  I  think  eight  or  nine  months. 
But  she  was  very  definitely  not  going  to  stay  be- 
cause she  was  going  to  get  married.  We  knew  that. 
We  wanted  to  find  somebody  that  would  be  as  per- 
manent as  possible,  so — I  don't  remember  her  name 
even. 

Q.  You  mean  the  assistant  carried  on  for  a 
while  ? 

A.  Carried  on  for  a  little  while.  I  don't  remem- 
ber. It  was  not  very  long. 

Q.  After  that,  who  became  the  permanent  book- 
keeper in  you  restablishment  ? 

A.     Our  present  bookkeeper,  Miss  Novak. 
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Q.     When  did  she  start? 

A.  Some  time  early  in  1942,  the  very  early  part 
of  January  or  February. 

Q.  I  call  your  attention  to  the  fact  that  the  con- 
tract, the  [117]  partnership  agreement,  was  made 
February  3,  1942.  Would  that  refresh  your  recol- 
lection as  to  when  Miss  Novak  began? 

A.  She  was  there  then.  How  long  before  that  I 
don't  know;  it  might  have  been  a  week;  it  might 
have  been  two  weeks. 

Q.  At  any  rate,  it  was  a  very  short  period  of 
time?  A.     It  was  a  very  short  time. 

Q.     She  has  kept  the  books  ever  since? 

A.     That  is  correct. 

Q.  Did  you  inform  her  about  the  partnership 
agreement  when  you  made  it?  A.     No. 

Q.  At  the  end  of  the  year  1942,  or  when  it  came 
time  to  make  the  income  tax  return  for  the  year 

1942,  which  would  be  along  in  the  early  part  of 

1943,  did  you  inform  Miss  Novak,  the  bookkeeper, 
as  to  the  partnership  arrangement  that  had  been 
made  with  your  son?  A.     No. 

Q.  What,  if  anything,  did  you  tell  her  to  do 
with  respect  to  your  son's  compensation? 

A.  Well,  as  I  remember,  I  told  her  Bill  was 
going  to  share  in  the  profits  after  Petersen  and 
Mason  were  taken  care  of  in  their  agreements. 

Q.  Did  you  tell  her  to  what  extent  he  would 
share  in  the  profits? 

A.  I  told  her  it  was  about  the  same  as  Peter- 
sen's. 


164  J.  W.  Moloney  vs. 

(Testimony  of  Ross  B.  Hammond.) 

Q.  Do  you  know  whether  she  made  entries  ac- 
cordingly ? 

A.     I  don't  know.  I  never  did  see  any  entries. 

Q.  But  you  finally  did  tell  Miss  Novak  about  the 
X3artnership  agreement  ? 

A.  I  think  Mr.  Jacob  called  it  to  my  attention 
in  the  first  place  that  this  return  was  not  correctly 
made  and,  of  course,  then  it  was  necessary  to  tell 
Miss  Novak  how  it  should  be  made  and,  in  order 
to  tell  her  that,  I  then  told  her  about  the  partner- 
ship arrangement  and,  as  I  remember,  I  explained 
to  her  then  why  it  had  not  been  told  to  her  pre- 
viously and  why  it  was  essential  that  it  be  kept 
very  confidential. 

Q.  Did  you  instruct  her  at  that  time  to  adjust 
the  entries  on  the  books  to  conform  to  the  partner- 
ship relationship? 

A.  I  told  her  to  consult  with  Mr.  Jacob  and  to 
be  sure  that  the  returns  were  properly  taken  care 
of,  to  correct  the  situation  in  whatever  way  it 
needed  to  be  corrected. 

Q.  Mr.  Hammond,  in  the  opening  statement  of 
counsel  for  the  defendant  some  mention  was  made 
about  some  figures  with  respect  to  the  Troutdale 
Aluminum  Plant.  He  pointed  out  that  in  the  Trout- 
dale  Aluminiun  Plant  contract.  No.  208,  that  in 
1941  the  records  show  an  accrual  of  income  of 
$59,775.31  and  a  profit  of 

Mr.  Winter:  Mr.  Bischoff,  I  have  a  typewritten 
copy  that  I  might  loan  to  the  Court  if  the  Court 
v/ould  like  to  follow  it. 
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Mr.  Bischoff:  Yes,  I  would  like  the  Court  to 
follow  it. 

Mr.  Winter:     I  think  it  is  correct. 

Mr.  Bischoff:  Your  Honor  will  find  about  the 
center  of  the  [119]  page  the  title  ''Troutdale 
Aluminum  Plant"  and  the  figure  "208"  after  it. 

Q.  He  pointed  out  that,  according  to  your 
books,  you  had  an  income  of  $59,775.31  in  1941 
from  that  jobj  and  that  your  books  showed  a  profit 
of  $23,544.42— Your  Honor  will  find  that  at  the 
end  of  that  column. 

Can  you  explain  why  so  much  credit  was  made 
in  that  year  on  that  job?  A.     Yes. 

Q.    Will  you,  please? 

A.  When  we  went  out  there,  just  after  we  took 
over  the  contract,  they  changed  the  setup  and  there 
was  a  lot  of  clearing  to  be  done,  and  we  figured  the 
price  with  all  of  the  things  that  we  thought  might 
happen  on  that  clearing,  and  it  was  going  to  be 
plenty  tough. 

Q.  What  clearing  would  have  to  be  done  ?  What 
was  the  nature  of  the  terrain  and  what  would 
have  to  be  done  as  conditions  existed  at  that  time? 

A.  At  that  time  it  was  pretty  well  soaked;  it 
was  low;  it  was  just  above  the  water  line,  and  we 
figured  putting  in  heavy  equipment  and  so  forth 
and  clearing  this  was  going  to  be  a  very  costly 
thing,  and  they  insisted — this  was  aside  from  any 
contract  or  any  agreement  that  we  had,  an  entirely 
new  thing,  and  they  wanted  a  lump-sum  price  on  it. 

Q.     Let  me  interrupt  a  moment.  Was  this  some- 
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thing  different  from  [120]  the  construction  of  the 

buildings  ?  A.     Yes. 

Q.     Something  independent? 

A.     Something  that  came  up  afterwards. 

Q.     Very  well.  Continue. 

A.  So  we  gave  them  a  lump-sum  price  for  that, 
which  they  insisted  upon,  and  none  of  the  things, 
of  course,  happened  that  we  thought  were  going  to 
happen,  with  the  result  that  we  did  take  over  the 
job  and  made  a  tremendous  amount  of  profit. 

Q.  The  thing  that  you  did  not  have  to  do  was 
what  ?  A.     Clearing. 

Q.  Yes.  Was  there  any  filling  done  there  by  the 
Aluminiun  Plant? 

A.  The  Aluminum  Company  decided  to  pump 
six  feet  of  sand  out  of  the  river,  which  had  never 
been  contemplated  at  all  before. 

Q.     Did  they  do  that  work? 

A.     They  did  the  work  themselves. 

Q.  What  effect  did  that  have  upon  the  cost  of 
operation  to  you? 

A.     Eliminated  most  of  it. 

Q.     And  resulted  in  a  profitable  operation? 

A.     A  very  profitable  operation. 

Q.  It  was  pointed  out  also  by  Mr.  Winter  in 
that  statement,  with  respect  to  the  same  job,  in 
the  year  1942,  your  books  show  that  you  received 
an  income  in  the  sum  of  $1,036,623.16  and  that  your 
total  costs  during  that  year  were  $1,057,459.83, 
with  a  loss  in  that  year  on  that  job  of  $20,786.73. 

Will  you  explain  why,  in  that  year,  this  opera- 
tion showed  a  loss? 
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A.  Most  of  it  was  because  of  our  inability  to 
bill  most  of  the  work. 

Q.  That  was  the  job  you  have  explained  before 
where  you  did  it  without  any  contract? 

A.     That  is  right. 

Q.  In  the  following  year  you  were  able  to  bill 
for  all  the  work? 

A.  Finally  we  got  a  purchase  order  for  most  of 
this  work  we  had  done  in  the  latter  half,  at  least, 
of  the  year  before. 

Q.  And  the  ultmiate  profit  was  reflected  in  the 
following  year,  then? 

A.     That  is  correct. 

Q.  That  is,  it  showed  in  1943  an  income  of 
$274,431.59,  with  a  total  cost  of  $180,494.97,  or  a 
profit  at  the  end  of  that  year  of  $93,986.62. 

A.     That  is  correct. 

Mr.  Bischoff:     You  may  cross-examine. 

Cross-Examination 
By  Mr.  Winter: 

Q.  Just  refer,  Mr.  Hammond,  to  Contract  207. 
You  will  notice  the  income  per  books  is  $7,634.09 
for  1943.  A.     1943. 

Q.    $7,634.09  for  1943.  Bo  you  notice  that? 

A.    Yes.  [122] 

Q.  With  a  total  cost  of  only  $575.12,  and  you 
show  a  profit  from  these  books  of  $7,058.97. 

Will  you  explain  that  distortion  to  the  Court? 

A.    Yes. 

Mr.  Bischoff:  AVait  a  minute.  I  object  to  the 
use  of  the  term  "distortion"  as  counsel's  conclusion. 

The  Court:  Well,  I  have  been  here  a  long  time 
now  and  I  have  my  own  vocabulary. 
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Mr.  Bischoif :     You  may  answer,  the  Court  said. 

A.  Yes.  After  we  had  completed,  or  thought  we 
had  completed,  the  Milwaukie  Housing  Project,  the 
architect  would  not  issue  a  certificate  for  all  the 
money  that  was  in  our  contract,  which  was  a  lump- 
sum contract,  because  he  stated,  or  at  least  con- 
tended the  owners  stated,  that  we  had  not  finished 
some  work  in  the  playground  on  which  they  held 
up  some  $7,500  and  which  we  could  not  bill  be- 
cause they  would  not  give  us  a  certificate,  but  later 
in  the  year  we  finally  agreed  with  the  architect 
and  the  Milwaukie  Housing  Board,  I  think  it  was, 
that  if  we  did  certain  things  to  the  playground  that 
they  would  then  issue  a  certificate  for  the  full 
amount  of  the  contract. 

Q.     (Mr.  Winter)  :     However,  you  content 

Mr.  Bischoff :     Let  him  finish. 

Mr.  Winter:     I  thought  he  had  finished. 

A.  But  the  additional  work  we  had  to  do  to 
the  playground  was  a  very  small  amount  of  work, 
which  is  reflected  in  what  it  cost  [123]  us,  so  our 
cost  was  immaterial,  but  the  money  was  the  balance 
of  the  payment  on  the  job  which  we  could  not  bill 
because  we  could  not  get  the  architect's  certificate. 

Q.  Therefore,  the  cost  to  earn  the  income  of 
$7,634.09  is  necessarily  refiected  in  either  1942  or 
1944,  isn't  that  true? 

A.     No,  it  is  reflected  in  that  last  year. 

Q.     In  1944? 

A.  When  we  finally  got  the  certificate.  What 
year  was  thaf?  1943,  wasn't  it? 
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Q.  You  had  expended  the  necessary  costs  to 
complete  that  job  in  1942,  hadn't  you? 

A.     As  far  as  we  were  concerned,  yes. 

Q.     As  far  as  you  were  concerned?  A.     Yes. 

Q.     You  could  not  bill  it  until  1943? 

A.  That  is  right,  because  we  could  not  bill  it 
until  we  got  the  architect's  certificate. 

Q.  In  other  w^ords,  you  had  expended  all  the 
material  and  labor  in  1942  to  complete  the  job  and 
the  job  was  completed  except  for  getting  a  certi- 
ficate and  your  ability  to  bill  it? 

A.     So  far  as  we  thought. 

Q.  Did  you  at  any  time,  in  either  of  these  con- 
tracts in  1941  or  1942  or  1943,  ever  take  an  inven- 
tory of  the  stock  pile  of  materials  on  hand  at  the 
end  of  the  year?  A.     No.  [124] 

Mr.  Bischoff:  Wait  a  minute.  That  is  objected 
to,  may  it  please  the  Court,  on  the  ground  that 
there  is  no  requirement  in  the  Internal  Revenue 
Law  requiring  an  inventory  in  a  contracting  opera- 
tion when  the  taxpayer  is  on  an  accrual  basis. 

The  Court:     What  is  your  position  about  that? 

Mr.  Winter:  Our  position,  if  the  Court  please, 
is  that  under  the  regulations  consideration  must  be 
given  to  stock  piles  of  material  on  hand  or  Avork 
in  progress  at  the  end  of  the  year. 

Q.     What  is  your  authority? 

Mr.  Winter:  AYell,  the  statute  and  regulations, 
if  the  Court  please.  Section  29  of  the  regulations 
says,  if  the  Court  please,  that  there  shall  be  do- 
ducted   from   such   gross   income   all   expenditures 


170  J.  W.  Moloney  vs. 

(Testimony  of  Ross  B.  Hammond.) 
made  during  the  tax  year  on  account  of  the  con- 
tract, account  to  be  taken  of  the  materials  on  hand 
and  supplies  on  hand  at  the  beginning  and  end 
of  the  taxable  year  for  use  in  connection  with  the 
work  under  the  contract  and  not  yet  so  applied.  In 
other  words,  the  regulation 

The  Court:    What  did  you  read  from? 

Mr.  Winter:     The  regulation. 

Mr.  Bischoff :     Let's  have  the  regulation. 

Mr.  Winter:  I  haven't  got  a  copy  of  the  regu- 
lations here,  if  the  Court  please,  but  certainly  I 
believe  on  cross-examination  we  should  be  able  to 
go  into  the  question  of  what  was  actually  done  with 
respect  to  these  contracts. 

The  Court:  I  have  not  stopped  the  cross-exam- 
ination. I  just  [125]  wanted  to  know  the  number 
of  the  regulation. 

Mr.  Winter:  Of  course,  this  question  is  very 
broad  and  very  comprehensive.  I  expect  to  prove 
it,  if  the  Court  please. 

The  Court:  I  want  the  regulation,  if  you  have 
it.  You  just  read  something.  Where  did  that  come 
from  ? 

Mr.  Winter:  Notes  I  made  in  connection  with 
the  preparation  of  this  case,  if  the  Court  please. 
I  did  not  bring  the  regulations. 

The  Court:  Mr.  Bischoff  says  there  is  no  such 
regulation. 

Mr.  Winter:  I  think  I  have  got  it  here  some- 
place. 

The  Court:  I  was  looking  at  your  pleadings  on 
another  subject.  I  find  an  amended  answer  but  I 
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have  not   found  an   amended   complaint.   Is   there 

an  amended  complaint,  Mr.  Bischoff? 

Mr.  Bischoff:  No,  your  Honor.  The  amended 
answer  was  not  permitted,  your  Honor. 

The  Court:  Oh,  yes.  I  have  got  my  parties 
twisted.  I  am  straightened  out  now.  We  might  as 
well  settle  now,  if  we  can,  the  difference  between 
you.  Mr.  Bischoff  says  there  is  no  regulation  ap- 
plicable to  contractors  to  require  them  to  take  an 
annual  inventory  as  a  matter  of  accounting  for 
tax  purposes. 

Mr.  Winter:  If  the  Court  please,  we  do  not 
agree  with  counsel  that  the  contracts  were  reported 
on  a  strict  accrual  basis.  As  a  matter  of  fact,  I 
want  to  call  your  Honor's  attention  to  the  return 
for  1938. 

The  Court:  I  would  like  to  find  out  where  you 
were  reading  [126]  from.  Do  you  know  what  he 
read  from,  Mr.  Bischoff'? 

Mr.  Bischoff:  No,  I  don't,  your  Honor.  There  is 
one  regulation  that  we  know  of  that  deals  with 
inventories  and  that  is  Section  42-3  of  Regulation 
111,  which  was  in  effect  for  a  period  of  time  from 
the  end  of  December  31,  1941,  and  that  provides — 
If  your  Honor  wishes  me  to  read  it. 

The  Court:     No.  You  can  state  it  better. 

Mr.  Bischoff:  It  is  limited  to  a  merchandising 
operation,  like  a  grocery  store  or  something  of 
that  order. 

The  Court:  Go  ahead  with  your  cross-examina- 
tion,  Mr.   Winter. 
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Q.  (Mr.  Winter) :  Have  you  answered  my 
question?  I  wish  you  would  re-answer  it. 

The  Court:  Before  you  go  any  further:  I  see 
the  complaint  is  pretty  sketchy.  You  have  not 
worked  up  a  pre-trial  order  in  this  case.  I  don't 
know  whether  you  will  be  able  to  or  not,  from  what 
the  Clerk  tells  me. 

Paragraph  VI  of  the  complaint  says:  ^'That 
said  deficiency  assessment  and  collection  was 
illegal  in  that  defendant  refused  to  recognize  the 
partnership  entity  of  the  Ross  B.  Hammond  Com- 
pany, and  made  arbitrary  re-allocations  of  in- 
come." 

Am  I  to  understand  that  those  things  are  not 
to  be  read  together,  that  the  defendant  refused  to 
recognize  the  partnership  entity,  for  one  thing, 
and  made  arbitrary  re-allocations  of  income? 

Mr.  Bischoff:  Is  your  Honor  directing  the  in- 
quiry to  me? 

The  Court:  That  is  your  complaint  I  was  read- 
ing from.  [127] 

Mr.  Bischoif :  There  are  two  issues  in  the  case, 
one  the  existence  or  non-existence  of  a  partnership. 
That  is  a  distinct  issue  which  will  affect  the  com- 
putation and 

The  Court:  You  notice  the  allegation,  that  it  is 
illegal  in  that  defendant  refused  to  recognize  the 
partnership  entity  and  made  arbitrary  realloca- 
tions of  income.  Does  that  latter  clause  ''and  made 
arbitrary  reallocations  of  income"  stand  as  an  in- 
dependent clause? 


Ross  B.  Hammond  173 

(Testimony  of  Ross  B.  Hammond.) 

Mr.  Bischoff:  It  is  an  independent  clause,  and 
that  relates  to  the  reallocation  which  was  made  of 
the  income  to  different  years,  taking  the  income  out 
of  1941  and  putting  it  into  1942  and  taking  it 
out  of  1943  and  putting  it  into  1942. 

The  Court:     Go  ahead,  Mr.  Winter. 

Mr.  Bischoff:  If  I  may  add  one  further  obser- 
vation to  clarify  the  issue:  When  your  Honor  sees 
these  Revenue  Agent's  reports  you  will  see  that 
there  is  no  issue  of  any  kind  tendered  about  the 
figures  or  the  amount  of  income  accrued.  The  sole 
question  that  is  raised  by  his  report,  when  your 
Honor  reads  it  all  through,  wdll  be  whether  we 
should  have  taken  the  whole  of  that  accrual  in  each 
year  or  only  a  percentage  of  it.  It  involves  a  ques- 
tion of  accounting  methods.  It  also  involves  a  legal 
interpretation  of  the  term  ''clearly  reflect  the  in- 
come. ' ' 

Mr.  Winter:  Of  course,  it  is  the  Government's 
position  that  the  burden  is  on  the  plaintiff  to  show 
that  he  has  overpaid  this  tax.  They  just  camiot 
single  out  one  thing  and  say  that  they  [128]  have 
done  all  that  they  have  got  to  do,  that  they  have 
taken  the  correct  deduction  and  that  they  have 
overpaid  their  tax.  The  Court  refused  to  allow  us 
to  file  an  amended  answer  so  we  could  set  that  forth 
more  in  detail,  but  the  burden  is  on  the  plaintiff 
to  show  that  he  has  overpaid  his  income  tax  before 
he  can  recover  in  this  action. 

One  of  the  defenses  which  we  are  setting  up  is 
that  he  took  an  unallowable  deduction  on  his  in- 
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dividual    return   by   accruing   the    salary   paid   to 
Mason  and  Petersen  which  had  not,   in  fact,   ac- 
crued on  his  accrual  basis  of  accounting. 

Mr.  Bischoff :  There  is  no  obligation  on  our  part 
to  put  in  any  evidence  concerning  facts  which  are 
conceded  by  the  Commissioner.  The  official  Revenue 
Agent's  report,  which  is  the  basis  of  this  assess- 
ment, is  in  evidence,  and  it  discloses  the  adoption 
of  certain  facts  about  which  there  is  no  dispute, 
and  we  did  not  have  to  put  in  evidence  concerning 
the  adoption  of  our  figures,  and  the  extent  to  which 
they  were  used. 

The  Court:  Does  the  report  criticize  the  fact 
that  inventories  were  not  taken? 

Mr.  Bischoff:  Yes.  I  do  not  think  he  uses  the 
term  ''inventory."  If  I  recall  correctly,  I  think  he 
uses  the  term  "work  in  progress,"  which  is,  in  a 
sense,  the  same  as  inventory.  I  would  not  want  to 
say  with  absolute  certainty  that  he  does  not  use  the 
word,  but  I  do  not  have  any  recollection  of  him 
using  the  word  "inventory,"  but  he  criticizes  the 
failure  to  [129]  have  an  account  which  shows  the 
work  in  process,  and  our  position  is  that  neither 
inventory  or  work  in  progress  is  essential  to  an 
accrual  method  for  a  contractor,  because  it  does 
not  reflect  anything  which  we  could  show  in  the 
income  tax  return. 

The  law  says  that  we  can  only  take  as  income 
whatever  moneys  we  have  a  right  to  receive.  That 
is  the  limit  of  what  we  can  do.  We  may  have  spent 
a  great  deal  more,  but  if  that  is  all  we  can  do,  that 
is  all  we  can  set  up. 
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Just  as  Mr.  Haiximond  pointed  out  with  respect 
to  this  last  item.  He  thought  he  was  entitled  to  that 
$7,500  but  they  would  not  pay  it.  They  refused  to 
certify  it,  so  he  could  not  bill  for  it,  and  it  could  not 
be  accrued.  The  next  year,  he  spent  $500  to  do 
something-  and  then  they  agreed  to  pay  it,  so  he 
accrued  it  in  that  year,  and  that  is  what  the  law 
requires.  We  are  bound  to  accrue  everything  for 
which  we  incurred  liability.  If  we  do  not  do  it  in 
that  particular  year,  we  cannot  do  it  in  a  subse- 
quent year,  even  though  we  pay  it  in  the  next  year. 
It  is  not  a  matter  of  our  choice.  That  is  what  the 
law  tells  us  to  do. 

The  Court:     All  right.  Proceed. 

Q.  (Mr.  Winter)  :  Mr.  Hammond,  will  you  re- 
fer to  Job  213,  appearing  on  page  19  of  the  report  ? 

A.     What  niunber? 

Q.  Contract  213,  the  Columbia  Steel  Casting 
Plant.  A.     Yes.  [130] 

Q.  I  notice  that  you  report  on  your  return  in- 
come received  from  that  job  for  the  year  1943  of 
$375,430,50.  A.     Yes. 

Q.  But  a  profit  of  only  $10,159.76.  Was  there  a 
good  deal  of  work  in  progress  or  material  on  hand 
at  the  end  of  that  year? 

Mr.  Bischoff:  That  is  objected  to  on  the  same 
ground,  your  Honor,   involving 

Q.     (Mr.  Winter)  :     That  you  could  not  bill  for? 

Mr.  Bischoff :  Just  a  minute  until  I  get  through, 
please. 

The  Court:     Admitted,  subject  to  the  objection. 
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A.  I  am  not  familiar  with  the  details  of  that 
job,  but  I  would  presume  that  it  was  in  the  same 
category,  because  the  accounting  was  done  on  the 
same  basis.  I  never  attempted  to  go  into  the  books. 

Q.  (Mr.  Winter)  :  You  never  attempted  to  es- 
timate any  work  in  progress  for  which  you  could 
not  bill  at  the  end  of  the  year? 

A.  The  only  way  I  could  answer  that  is  that  we 
attempted  to  bill  everything  that  we  had  authoriza- 
tion from  the  architect  to  bill  to  the  owner.  All  of 
our  authorization  came  through  the  architect  or 
engineer.  That  was  another  Defense  Plant  Cor- 
poration operation. 

Q.  In  any  construction  project  there  is  a  con- 
siderable amount  of  work  at  the  end  of  the  year 
for  which  you  cannot  bill? 

A.     Normally,  yes. 

Q.  In  these  large  contracts  you  have  to  maintain 
a  substantial  [131]  stock  pile  of  materials,  so  that 
your  work  won't  be  stopped,  is  that  right? 

Mr.  Bischoff:  I  wish  to  make  an  objection  at 
this  time.  I  will  ask  the  Court  that  our  objection 
may  be  deemed  to  go  to  any  other  questions  that 
may  be  asked  along  the  line  of  the  question  of  work 
in  progress  or  the  question  of  an  inventory. 

The  Court:     Yes. 
(Question  read.) 

A.  No,  that  is  not  necessarily  the  fact.  Some  of 
them  have  a  stock  pile;  some  of  them  have  not.  It 
depends  on  the  particular  job.  On  some  jobs  we  have 
practically  nothing  that  is  not  in  the  work.  On  some 
jobs  we  may  happen  to  get  a  couple  of  carloads 
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of  cement  or  a  couple  of  carloads  of  steel  that  we 
may  not  be  able  to  Inll,  but  it  is  charged  to  the  jol), 
as  a  rule. 

Q.  (Mr.  Winter)  :  In  some  contracts,  of  course, 
they  only  permit  you  to  bill  75  or  80  per  cent  of 
work  completed,  the  amount  of  work  completed,  is 
that  right? 

A.     That  is  mostly  true  in  a  lump-sum  contract. 

Q.  Then,  the  20  per  cent  would,  therefore,  be 
postponed  for  billing  until  the  next  year? 

A.     I  presume  so.  I  don't  know. 

Q.  In  other  words,  would  you  say  that  was  the 
reason  why  you  show  an  income  of  $375,430.50  and 
only  a  profit  of  $10,159.76  in  that  year,  whereas  you 
only  have  income  received  of  $35,139.81  in  1944  and 
you  show  a  profit  of  $27,610.51,  is  that  right?  [132] 

A.  I  can't  answer  that  question.  I  don't  know 
enough  about  the  facts  of  that  particular  job  to 
answer  your  question  intelligently. 

Q.  You  don't  know  what  was  accrued  or  what 
was  not  accrued? 

A.  No,  I  never  had  anything  to  do  with  the 
books. 

Q.  So  far  as  you  know,  did  anyone  under  your 
supervision,  in  your  jurisdiction,  take  an  inventory 
of  stock-piled  materials  or  work  in  progress  for 
which  you  could  not  bill  at  the  end  of  the  year? 

A.  As  far  as  I  know,  we  never  used  what  you 
apparently  term  an  inventory.  However,  the  ma- 
terial that  is  bought  and  sent  to  a  job,  and  for  which 
we  have  received  a  bill  and  for  which  we  are  liable, 
is  charged  to  the  job. 
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Q.  Even  if  that  material  was  to  be  used  in  a 
subsequent  year,  it  would  still  be  charged? 

A.  It  would  still  be  charged  to  the  job  when  it 
was  billed,  to  the  best  of  my  knowledge. 

Q.  Job  213  shows  that  you  had  over  $400,000 
income.  No.  That  job  was  completed  in  1944,  I 
presume. 

Mr.  Bischoff :     What  job  are  you  talking  about? 

A.     Apparently. 

Mr.  Winter:  Contract  No.  213  is  the  one  we  are 
talking  about. 

A.     Apparently;  it  says  1944. 

Q.  Contract  215,  Northwestern  Ice  Company: 
You  have  an  income  received  of  $51,583.98  and  you 
show  no  net  profit  reported.  [133] 

A.  If  I  remember  that  job  correctly,  that  was 
another  one  of  these  Defense  Plant  Corporation 
jobs.  That  was  a  Defense  Plant  Corporation  job, 
the  same  as  the  Columbia  Steel  Casting  Company 
and  the  Aluminum  Company. 

Q.  Do  you  consider  you  did  not  have  any  in- 
come in  1943  from  Contract  No.  215? 

A.     In  earnings  from  work? 

Q.     Or  material? 

A.     According  to  our  books. 

Q.     You  did  not  have  any? 

A.     Apparently  not,  not  from  this. 

Q.  But  you  operated  at  a  profit  on  substantially 
all  of  your  contracts? 

A.  We  hoped  to,  but  there  was  quite  a  few 
that  we  never  knew  whether  we  were  going  to  until 
we  got  them  finished  and  a  chance  to  bill  them. 
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Q.     Contract  No.  217,  on  page  20. 

A.     Kaiser  Reserve  Warehouse. 

Q.  You  have  an  income  in  1943  of  $87,300.25 
and  costs  of  $83,885.39,  showing  a  profit  of 
$3,414.86.  Is  that  right?  A.     Yes. 

Q.  And  in  1944  your  income  from  that  job  was 
$110,397.75  and  your  costs,  $94,619.81.  In  other 
words,  the  costs  are  substantially  the  same  as  in 
1943,  but  you  have  five  times  the  profit  in  that 
year?  [134] 

A.  Mr.  Winter,  that  might  happen  on  every 
job  or  any  other  job.  It  is  a  question  of  how  you 
can  bill  it  and  what  you  have  to  charge  against  it. 
Sometimes  these  jobs  show  a  much  larger  profit 
and  sometimes  they  show  a  smaller  i)rofit.  Some  of 
these — As  I  remember,  the  Kaiser  Reserve  Ware- 
house was  a  lump-smn  job. 

Mr.  Bischoff:     You  mean  a  lump-sum  fee? 

A.     Guaranteed  contract,  yes. 

Mr.  Bischoft*:     Cost-plus-fixed  fee,  is  that  it? 

A.  No,  a  bid  job  in  which  we  were  low  bidder, 
and  we  were  going  to  do  that  much  job  for  that 
much  money.  I  am  not  sure  of  that. 

Mr.  Winter:  I  wonder  if  I  might  examine  the 
witness  without  interruption? 

Mr.  Bischoff:     I  beg  your  pardon. 

Q.  (Mr.  AYinter) :  This  Aluminum  Company 
of  America  job,  when  did  you  secure  that  contract? 

A,  Some  time  in  the  latter  part  of  1941,  as  I 
remember  it. 
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Q.  I  show  you  what  has  been  marked  and  in- 
troduced in  evidence,  I  take  it — I  show  you  Con- 
tract No.  208. 

Mr.  Bischoff:  Marked  for  identification.  It  is 
a  part  of  one  exhibit. 

Q.  (Mr.  Winter)  :  That  is  the  first  contract  you 
had  with  the  Ahiminum  Company  of  America,  that 
Contract  208,  is  that  right? 

A.     I  believe  that  is  correct. 

Q.  What  does  that  contract  cover?  First,  when 
is  the  contract  [135]  dated? 

A.     November  15,  1941. 

Q.  Was  that  the  time  you  entered  into  a  con- 
tract with  them? 

A.  That  is  right.  It  must  be  the  time.  That  is 
when  it  is  dated.  We  might  have  done  a  lot  of  things 
before  that  is  actually  dated. 

Q.  And  that  was  a  contract  for  what?  What 
work? 

A.  This  is  the  first  part  of  the  Troutdale 
Aluminum  Plant  for  the  Aluminum  Company. 

Q.  Then  you  had  two  subsequent  contracts  with 
the  Aluminum  Company  of  America,  did  you  not? 

A.  We  had  several.  Whether  there  were  two  or 
more  I  don't  know. 

Q.  One  covering  labor  and  materials  and  brick 
work  ? 

A.  Yes.  This  was  different.  This  covers  the  con- 
crete work  that  I  explained  before.  The  brick  work 
was  an  additional  contract. 

Q.  Did  you  have  two  contracts  that  you  were 
working  on  out  there  in  connection  with  the  Trout- 
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dale  Aluminmn  Plant?  I  mean  two  different  jobs 
that  you  were  working  on  at  the  same  time,  I  mean 
in  the  same  area? 

A.  Yes,  it  was  all  in  the  same  area,  in  the  area 
that  was  covered  by  the  Defense  Plant  Corpora- 
tion, the  Aluminum  Plant. 

Q.  I  know,  but  in  your  records  you  more  or 
less  had  Contract  208  and  Contract  208-A  that 
were  started  as  one,  is  that  right — considered  as  one 
for  billing  purposes? 

A.     What  is  208-A?  [136] 

Q.  Both  are  Troutdale  Aluminum  Plant  con- 
tracts. 

A.  Yes.  This  is  Amendatory  Agreement  No.  4, 
and  it  is  apparently  amendatory  of  that  one  be- 
cause— Let  me  look  at  it  a  minute.  This  is  some- 
thing that  had  not  been  covered  at  all.  It  was 
brick  paving  and  it  could  be  that  there  was  some 
brick  walls  in  a  building.  I  am  not  sure.  Apparently 
not.  This  is  apparently  the  only  brick  paving. 

Q.  In  your  income  tax  return  for  1942,  Plain- 
tiff ^s  Exhibit  No.  6,  the  costs  for  208  and  208-A 
Avere  consolidated. 

A.     I  guess  I  don't  understand  that  question. 

Q.  In  other  words,  you  consolidated  the  costs 
and  income  from  those  two  contracts,  208  and 
208-A? 

A.     That  could  be.  I  don't  know. 

Q.  In  other  words,  all  the  material  was  out 
there,  and  no  inventory  was  taken  of  that  and  still 
the  costs  are  consolidated? 
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A.  We  didn't  take  any  inventory;  if  they  were 
delivered  on  the  job,  they  were  used  on  the  job 
and  presumably  shown  in  the  books. 

Q.  On  a  contract  for  a  construction  job,  what 
is  the  practice  about  having  material  on  hand? 

A.  This  particular  job,  we  hauled  it  from  the 
Columbia  Brick  Works  in  a  truck.  We  never  had 
any  particular  material  on  hand  that  I  know  of, 
except  for  a  day  or  two. 

Q.     Wouldn't  you  have  to  have  steel  on  hand? 

A.     For  brick  work;  we  don't  erect  the  steel. 

Q.     What?  [137] 

A.  We  don't  erect  the  steel  for  a  building.  I 
think  the  one  you  are  talking  about  was  a  paving 
contract. 

Q.     A  paving  contract? 

A.     Yes,  208-A,  according  to  this. 

Q.     What  is  208?  What  does  that  cover? 

A.  This  is  for  the  brick  work  on  four  or  five 
different  buildings,  but  the  steel  frame  was  erected 
by  someone  else.  All  we  had,  or  all  we  did  was  to 
put  up  the  bricks. 

Q.     All  you  had  was  the  contract  for  the  brick? 

A.     For  the  brick,  yes. 

Q.  What  is  your  explanation  for  the  difference 
where  you  have  $1,036,623.10  of  income  and  you 
have  a  loss  of  $20,786.73? 

A.  I  just  explained  that.  We  couldn't  bill  it 
because  we  had  nothing  to  bill  it  on. 

Q.  What  does  that  cost  consist  of,  materials  on 
hand  and  work  partially  completed? 

A.  Perhaps  consisted  of  materials  or  work  par- 
tially completed. 
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Q.  What  was  your  total  profit  on  those  two  con- 
tracts'F  A.     On  what,  208  and  208-A? 

Q.     Yes. 

Mr.  Bischoi¥:     You  mean  the  total  cost? 

Mr.  Winter:  The  total  profit  on  those  two  con- 
tracts. 

A.  I  think  I  will  have  to  have  some  help.  The 
profit  from  the  books,  $96,694.31.  That  is  on  208. 
The  other  one,  208-A,  $57,789.20.  [137] 

Q.  When  was  that  contract  completed,  Trout- 
dale  208? 

xV.  To  the  best  of  my  knowledge,  in  1944.  I 
would  have  to  get  more  information  to  be  specific. 

Q.     It  was  in  1943,  w^asn't  it,  Mr.  Hammond? 

A.    It  could  be. 

Q.  Most  of  the  work  in  construction  was  done 
in  1942,  when  you  expended  $1,057,409.83,  isn't  that 
right  ? 

A.  Well,  according  to  this.  If  this  is  our  return, 
we  spent  $1,057,409.83  in  1942,  plus  $200,000,  more 
than  $200,000,  roughly 

Mr.  Bischoff :     You  are  reading  the  wrong  one. 

Q.  (Mr.  Winter)  :  You  are  reading  the  wrong 
one.  Your  total  cost  in  1941  was  only  $36,230.89. 

Mr.  Bischoff :  Go  down  further  to  ''Total  Costs" 
and  read  across. 

A.  $36,230.89,  $1,057,409.83  and  $180,494.97, 
which  shows  the  majority  of  it  was  done  in  1942. 

Q.  (Mr.  Winter)  :  As  a  matter  of  fact,  while 
it  was  approximately  $213,000  in  1941  and  1943, 
the  total  costs  were  nearly  $1,057,000  in  1943—1942, 
I  should  say. 


184  J.  W.  Moloney  vs. 

(Testimony  of  Ross  B.  Hammond.) 

A.  1941  and  1943  it  shows  about  $216,000  and  in 
1942,  $1,057,409.83. 

Q.     You  paid  all  your  employees  salaries! 

A.     Yes. 

Q.  You  were  accruing  all  the  billings  for  all 
material  that  was  ordered  during  that  year,  whether 
it  was  included  in  the  inventory  or  not?  [139] 

A.     I  don't  quite  understand. 

Q.  All  your  men  were  paid  weekly,  I  think  you 
explained?  A.     That  is  correct. 

Q.  All  your  other  costs  were  accrued  at  the  end 
of  the  year,  regardless  of  whether  or  not  you  were 
able  to  bill  for  the  material  on  a  job  or  not? 

A.  If  we  had  ordered  the  material,  we  charged 
it  to  the  job,  on  our  books. 

Q.  Regardless  of  whether  you  were  permitted 
to  accrue  any  billings  for  work  to  be  done  in  the 
next  year? 

A.  Well,  according  to  our  method,  as  far  as  I 
kneAV  it,  when  we  ordered  it,  it  was  a  cost  on  the 
job;  when  we  collected,  it  was  an  entirely  different 
item. 

Q.  Mr.  Hammond,  let's  go  back  to  the  partner- 
ship matter.  You  say  prior  to  1938  you  operated 
as  a  corporation,  is  that  right? 

A.     Pardon  me? 

Q.     You  operated  your  business  as  a  corporation  ? 

A.     Yes,  up  to,  I  think 

Q.     December  31,  1937? 

A.     I  think  that  is  correct. 

Q.  You  were  the  sole  stockholder  of  that  cor- 
poration, were  you?  A.    No. 
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Q.     Except  for  qualifying  shares? 


Yes,  except  for  qualifying  shares. 

Your  son  was  not  a  stockholder?  [140] 

No. 

He  was  in  school  in  1938?  A.     In  1938? 

Yes. 

Yes,  I  believe  he  was  at  Stanford. 

I  think  you  said  he  finished  in 

'40,  I  believe,  '40  or  '39.  I  would  have 


A 
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to  check  with  him  on  that. 

Q.  Well,  you  had  formed  your  corporation  and 
at  the  time  you  dissolved  the  corporation  you  had 
the  State  Capitol  contract? 

A.     Yes,  it  was  in  the  process  of  erection. 

Q.  I  think  it  was  stated  that  you  began  in 
1936  and  you  finished  in  1939,  is  that  right? 

A.  No,  I  think  it  was  started  either  in  the  latter 
part  of  1936  or  early  1937  and  we  finished  in  1938. 

Q.  Will  you  refer  to  your  income  tax  return? 
Maybe  I  can  save  a  little  time  here.  Your  1938 
return  shows  that  it  was  98-3/lOths  complete  in 
December  31,  1938? 

A.     Yes,  I  presiune  so. 

Q.  1938  was  the  first  year  you  operated  indi- 
vidually? A.     That  is  correct. 

Q.  Then,  in  1939,  you  reported  the  balance  of 
the  profit  not  previously  reported? 

A.    I  haven't  those  figures  here. 

Q.    Will  you  refer  to  the  return?  [141] 

A.  I  presume  if  that  is  on  the  return,  that  is 
correct. 


186  J.  W.  Moloney  vs. 

(Testimony  of  Ross  B.  Hammond.) 

Q.  You  also  report  a  portion  of  the  contract 
completed  with  respect  to  Contract  196,  with  re- 
spect to  the  1285  Barracks  Building? 

A.     That  could  be,  if  it  is  on  the  report. 

Q.  When  did  you  complete  the  1285  Main  Bar- 
racks Building,  do  you  remember  that?  Look  at 
your  1940  return. 

A.     No,  unless  you  tell  me  when  it  was. 

Q.  Portion  of  contract  completed  in  1940,  $17,- 
947.58,  and  you  reported  a  profit  of  $262.53? 

A.  If  that  is  the  United  States  Certificate, 
that  is  authentic. 

Q.  You  were,  in  1938,  1939  and  1940  reporting 
the  portion  of  the  building,  the  contract,  that  was 
completed  ? 

A.  Certainly,  that  is  when  we  had  certificates 
to  show  that  it  was  that  much  completed.  That  cer- 
tificate came  from  either  the  architect  or  the  United 
States  Engineer. 

The  Court:     Take  a  short  recess. 
(Recess.) 

Mr.  Winter:  Your  Honor  inquired  about  the 
status  and  regulations  which  the  Government  relies 
on.  We  rely  on  Section  41  of  the  Internal  Revenue 
Code  which  provides:  '^The  net  income  shall  be 
computed  upon  the  basis  of  the  taxpayer's  annual 
accounting  period  (fiscal  year  or  calendar  year,  as 
the  case  may  be)  in  accordance  with  the  method  of 
accounting  regularly  employed  in  keeping  the  books 
of  such  taxpayer;  but  if  no  such  method  of  [142] 
accounting  has  been  so  employed,  or  if  the  method 
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employed  does  not  clearly  reflect  the  income,  the 
computation  shall  be  made  in  accordance  with  such 
method  as  in  the  opinion  of  the  Commissioner  does 
clearly  reflect  the  income." 

There  are  two  methods  of  keei:)ing-  books,  the  ac- 
crual method  and  the  cash  method.  The  taxpayer 
requested  on  his  own  personal  return  that  he  be 
allowed  to  follow  the  same  method  as  used  by  the 
Corporation  in  keeping  books  upon  an  accrual 
method. 

With  respect  to  long-term  contracts,  the  statute 
authorized  two  methods,  one,  the  percentage-of-com- 
Ijletion  method  and,  the  second,  the  finally-com- 
pleted-and-accepted  method.  The  statute  provides 
*' Persons  whose  income  is  derived  in  whole  or  in 
l^art  from  such  contracts  may,  as  to  such  income, 
prej^are  their  returns  upon  either  of  the  following 
bases : 

''(a)  Gross  income  derived  from  such  contracts 
may  be  reported  on  the  basis  of  percentage  of  com- 
pletion. In  such  case  there  should  accompany  the 
return  certificates  of  architects  or  engineers  show- 
ing the  percentage  of  completion  during  the  taxable 
year  of  the  entire  work  to  be  performed  under  the 
contract.  There  should  be  deducted  from  such  gross 
income  all  expenditures  made  during  the  taxable 
year  on  account  of  the  contract,  account  being  taken 
of  the  material  and  supplies  on  hand  at  the  begin- 
ning and  end  of  the  taxable  period  for  use  in  con- 
nection with  the  work  under  the  contract  but  not 
yet  so  applied." 
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In  other  words,  if  there  was  work  in  progress 
for  which  [143]  they  could  not  make  a  billing,  in 
reporting  a  long-term  contract,  they  can  only  accrue 
the  percentage  or  amount  which  they  have  actually 
expended  work  upon  and  that  they  can  bill  for. 
Otherwise,  the  income  is  distorted. 

With  respect  to  the  completed  contract  basis,  the 
regulation  also  says  "Taking  into  consideration  any 
material  and  supplies  charged  to  the  work  under 
the  contract  but  remaining  on  hand  at  the  time  of 
completion." 

The  request  of  the  plaintiff  for  permission  to  re- 
port is  contained  in  Exhibit  28.  Mr.  Hammond  re- 
quested, in  accordance  with  Section  29.42-4,  permis- 
sion to  change  his  method  of  accounting.  That  sec- 
tion provides:  "A  taxpayer  may  change  his  method 
of  accounting  to  accord  with  Paragraph  (a)  or 
(b)  of  this  section  only  after  permission  is  secured 
from  the  Commissioner,  as  provided  in  29.41-2." 

In  other  words,  he  asks  for  permission  to  come 
under  this  section  of  the  statute  and  says, — 

"In  accordance  with  the  requirements  of  Article 
42-4,  Regulation  94,  application  is  hereby  made — " 

Mr.  Bischoff:     What  are  you  reading  from? 

Mr.  Winter:  I  am  reading  from  a  letter  of  Mr. 
Hammond  to  the  Commissioner.  [144] 

" In  accordance  with  requirements  of  Article 

42-4,  Regulations  94,  application  is  hereby  made 
for  permission  to  account  for  profits  upon  contracts 
performed  by  this  company,  upon  the  basis  of  a 
percentage  of  contracts  completed  within  each  cal- 
endar year. 
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"Doubtless  this  request  is  not  necessary  as  no 
change  is  being  made  in  the  accounting  methods 
lieretofore  employed,  but  on  December  21st,  1937, 
the  corporation,  Ross  B.  Hammond,  Inc.,  was  dis- 
solved and  the  business  transferred  to  Ross  B. 
Hammond,  the  sole  stockholder  of  the  corporation. 
The  first  return,  of  course,  covering  the  operation 
of  the  business  as  a  sole  proprietorship,  will  be  for 
the  year  1938,  and,  as  we  understand  the  regula- 
tions, the  method  used  upon  the  first  return  is 
optional  with  the  taxpayer.  However,  since  there 
has  been  a  change  in  the  form  of  organization,  it  is 
desired  to  take  every  precaution  possible  to  see 
that  the  method  heretofore  employed  by  the  cor- 
poration is  perpetuated  and  that  the  new  ownership 
is  permitted  to  file  upon  the  same  basis  as  that  used 
by  the  corporation. 

"In  view  of  the  fact  that  the  corporation's  books 
had  been  kept  on  the  accrual  basis,  the  individual 
books  would  be  kept  on  a  similar  basis  and  the  re- 
turns made  accordingly  on  the  accrual  basis." 

We  are  not  talking  about  reporting  for  long-term 
contracts ;  we  are  talking  here  about  keeping  of  the 
books. 

The  Commissioner  came  back  and  advised  Mr. 
Hammond  under  [145]  date  of  March  29,  1938,  as 
follows : 

"Reference  is  made  to  your  letter  dated  March  3, 
1938,  in  which  you  request  permission  to  report 
your  gross  income  for  the  calendar  year  1938  from 
contracts  upon  the  basis  of  a  percentage  of  com- 
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pletion  of  such  contracts  in  accordance  with  the 
provisions  of  Article  42-4,  Regulations  94.  which  is 
the  same  method  used  by  Ross  B.  Hammond,  Inc., 
the  assets  and  business  of  which  were  transferred 
to  you  as  sole  stockholder  on  December  31,  1937, 
and  now  being  operated  as  a  sole  proprietorship.  It 
is  assumed  that  no  income  was  received  by  you  as 
an  individual  from  long-term  contracts  prior  to 
January  1,  1938. 

"You  are  advised  that  to  the  extent  that  your  in- 
come is  derived  from  long-term  contracts  as  de- 
fined in  Article  42-4  of  Regulations  94,  you  may 
report  your  gross  income  from  such  contracts  upon 
either  of  the  two  bases  set  forth  in  that  article  of 
the  regulations.  Whichever  method  is  adopted  by 
you  in  your  first  return  must  be  followed  for  sub- 
sequent years,  unless  permission  to  change  such 
methods  of  accounting  is  obtained  from  the  Com- 
missioner as  provided  in  Article  41-2  of  Regula- 
tions 94." 

Mr.  Hammond  comes  back  as  follows  in  his  letter 
of  April  5,  1938: 

"On  March  3rd,  1938,  the  writer  addressed  a 
letter  to  the  Commissioner  of  Internal  Revenue 
stating  that  Ross  B.  Hammond,  Inc.,  a  corporation, 
had  been  dissolved,  and  the  business  transferred  to 
me,  the  sole  stockholder.  I  requested  permission  to 
report  income  from  contracts,  as  an  individual,  on 
a  percentage  of  completion  basis,  as  the  corporation 
had  previously  been  doing,  and  to  keep  all  accounts 
and  make   all  returns   on  an  accrual  basis.   Your 
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reply  of  March  29th  grants  permission  to  me  to 
rejjort   income   from   contracts   as   the   corporation 
had  been  doing,  but  makes  no  statement  [146]  re- 
garding keeping  all  accounts  on  an  accrual  basis. 

"Up  to  the  year  1938,  Ross  B.  Hammond,  Inc., 
a  corporation,  made  all  of  their  returns  on  an  ac- 
crual basis,  and  Ross  B.  Hammond,  as  an  indi- 
vidual, who  kept  no  books,  made  all  of  his  returns 
on  a  cash  basis. 

''The  corporation  has  been  dissolved,  and  all  fu- 
ture returns  will  be  made  as  an  individual,  and, 
since  the  main  income  of  Ross  B.  Hammond  is  from 
the  construction  business  which  has  been  kept  on  an 
accrual  basis,  we,  therefore,  request  definite  per- 
mission to  make  all  future  returns  of  Ross  B.  Ham- 
mond as  an  individual  on  the  same  basis  as  the  cor- 
poration had  previously  made  returns,  which  is  the 
accrual  basis." 

In  other  words,  prior  to  that  time  he  had  been 
keeping  his  accounts  on  a  cash  basis,  and  he  wanted 
to  come  on  the  accrual  basis,  as  the  corporation 
had  been,  but  still  report,  of  course,  long-term  con- 
tracts on  a  percentage  of  completion  basis. 

It  is  our  contention  that  he  did  not  follow  the 
regulations  and  it  was  necessary  for  the  Commis- 
sioner to  re-audit  them  and  reallocate  the  income  in 
accordance  with  the  best  method  we  have  been  able 
to  devise.  I  think  it  is  clearly  evident  the  income  is 
grossly  distorted — no  inventory,  no  work  partially 
completed.  This  is  the  only  method  which  could  pos- 
sibly be  used,  without  that  other  information. 
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Mr.  Hammond,  under  date  of  May  9,  1938,  wrote 
the  Commissioner: 

"Replying  to  your  letter  dated  April  25,  1938, 
regarding  permission  to  change  my  method  of  re- 
porting income  from  cash  to  the  accrual  basis,  be- 
ginning with  the  taxable  year  1938,  please  be  ad- 
vised that  all  items  on  my  personal  return  for  1937 
were  reported  upon  the  cash  basis,  hence: 

"(a)  There  was  no  accrual  of  income  not  re- 
ceived ; 

"(b)  No  income  received  in  advance  of  when 
earned ; 

"(c)     No  expenses  accrued  but  not  paid;  and 

"(d)     No  expenses  prepaid."  [147] 

Mr.  Hammond  then  wrote  and  said  there  was  no 
accrual  of  income  not  received  and,  in  response, 
then,  the  Commissioner  of  course  sent  him  a  letter 
saying  that  he  could  report — he  could  keep  his 
books  on  an  accrual  basis  the  same  as  the  Corpora- 
tion had  been  keeping  them,  but  the  returns  indi- 
cate that  they  have  not  taken  into  account  the 
things  that  are  necessary. 

The  Court:  Did  you  find  the  regulation  you 
read  from  earlier  in  the  afternoon? 

Mr.  Winter:     I  beg  your  pardon? 

The  Court:  You  read  earlier  from  a  regulation. 
Did  you  find  what  that  was? 

Mr.  Winter:  That  is  this  regulation  that  I  was 
talking  about,  your  Honor. 

The  Court:  A  couple  of  hours  ago  you  read 
from  a  piece  of  paper.  Are  you  able  to  give  us  now 
the  regulation  that  that  was  quoted  from? 
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Mr.  Winter:  I  am  producing  the  regulation 
which  I  quoted  from,  yes,  your  Honor. 

The  Court:  Are  we  talking  about  the  same 
thing?  A  couple  of  hours  ago  you  read  from  a  piece 
of  jjaper  and  you  did  not  have  the  number  of  the 
regulation.  What  is  the  number  of  it? 

Mr.  Winter:  The  number  of  the  regulation  is 
Section  29.42-4,  in  Regulation  111. 

The  Court:     Re-read  now  what  you  read  then. 

Mr.  Winter:  You  mean  from  the  piece  of  pa- 
per? [148] 

The  Court:  I  am  not  suggesting  you  misquoted 
it  but  I  would  like  to  have  it  re-read  now  in  the 
light  of  what  you  have  been  saying.  If  it  is  not 
handy,  that  is  all  right.  Do  you  want  to  add  any- 
thing further,  Mr.  Bischoff  ? 

Mr.  Bischolf :  Yes,  your  Honor.  I  want  to  clarify 
some  things. 

The  Court:  I  will  hear  you  now.  Don't  bother 
about  that,  Mr.  Winter.  It  is  not  important. 

Mr.  Bischoff:  May  it  please  the  Court,  all  the 
law  governing  the  method  of  accounting  that  is  im- 
posed upon  a  taxpayer  is  included  in  Sections  41 
to  48. 

The  Court :  Before  you  go  further,  he  has  found 
the  paper  now,  apparently. 

Mr.  Winter:  "There  should  be  deducted  from 
such  gross  income  all  expenditures  made  during  the 
taxable  year  on  account  of  the  contract,  account  be- 
ing taken  of  the  material  and  supplies  on  hand  at 
the  beginning  of  the  taxable  period  for  use  in  con- 
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nection  with  the  work  under  the  contract  but  not 

yet  so  supplied." 

The  Court:     That  is  from  the  regulation? 

Mr.  Winter:  That  is  from  Section  29.42-4,  Reg- 
ulation 111.  Similar  provisions  have  been  in  Regu- 
lation 94,  Regulation  103  and  prior  regulations. 

Mr.  Bischoif :  Your  Honor  will  recall  that  pro- 
vision that  he  read  from  the  piece  of  paper,  and  he 
now  directs  attention  to  the  regulation  providing 
for  the  method  of  accounting  when  a  [149]  tax- 
payer is  on  an  accrual  basis.  We  are  concerned  here 
now  with  that. 

Mr.  Winter:  I  said  he  kept  his  accounts  on  an 
accrual  basis. 

Mr.  Bischoff:  Now,  are  you  through  now?  If 
you  want  to  say  anything,  say  it  because  I  want  to 
get  through  myself. 

We  claim  we  are  on  an  accrual  basis.  They  chal- 
lenge our  assertion  that  we  are  on  that  basis  or 
have  a  right  to  be  on  that  basis,  and  he  said  that 
there  was  a  regulation  which  compels  us  to  keep 
certain  definite  accounts  in  order  to  demonstrate 
that  Ave  are  on  an  accrual  basis.  That  is  the  state- 
ment he  made  to  your  Honor.  Then  he  started  to 
read  from  the  piece  of  paper  which  he  said  applied 
to  an  accrual  basis.  I  will  presently  demonstrate  to 
your  Honor  that  that  is  not  the  law  at  all  and  it 
does  not  apply  to  an  accrual  basis. 

Section  41  to  48  of  the  Internal  Revenue  Code 
comprise  all  the  laws,  the  Act  of  Congress  which 
prescribes  and  imposes  on  taxpayers  duties  with  re- 
spect to  methods  of  accounting. 
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They  first  give  the  taxpayer  the  option  to  adopt 
any  method  that  he  pleases,  providing  that  it  clearly 
reflects  the  income.  That  is  Section  41  and  is  the 
section  read  to  your  Honor  in  the  beginning.  Then, 
the  Commissioner,  pursuant  to  authority  of  law, 
adopts  regulations  to  supplement  the  provisions  of 
the  statute  and,  among  other  things,  he  adopts  a 
regulation  which  provides  for  permissible  methods 
of  accounting.  The  [150]  statute  itself  authorizes, 
in  exi^ress  language,  cash  or  accrual.  The  Commis- 
sioner devises  an  additional  two  methods  which  are 
optional,  not  compulsory,  and  he  lays  down  in  the 
regulation  what  is  needed  when  you  exercise  an 
option  to  adopt  one  of  these  optional  methods. 

He  first  deals  in  the  regulation  with  the  method 
of  accounting.  This  is  found  in  Regulation  29.41-3 
which  deals  with  methods  of  accounting,  and  that  is 
the  label  of  the  section,  "Methods  of  Accounting. '^ 
That  section  says:  ''It  is  recognized  that  no  uni- 
form method  of  accounting  can  be  prescribed  for 
all  taxpayers,  and  the  law  contemplates  that  each 
taxpayer  shall  adopt  such  forms  and  systems  of 
accounting  as  are  in  his  judgment  best  suited  to  his 
purpose.  Each  taxpayer  is  required  to  make  a  re- 
turn on  his  true  income.  He  must,  therefore,  main- 
tain such  accounting  records  as  will  enable  him  to 
do  so." 

Under  the  first  subdivision  of  that  paragraph  it 
says:  ''In  all  cases  in  which  the  production,  pur- 
chase or  sale  of  merchandise  of  any  kind  is  an  in- 
come-producing factor,  inventories  of  the  merchan- 
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dise  on  hand    (including  finished  goods,  work  in 
process,    raw   materials    and    supplies)    should    be 
taken  at  the  beginning  and  end  of  the  year  and 
used  in  computing  the  net  income  of  the  year." 

Obviously,  this  does  not  apply  to  a  contractor 
who  does  not  engage  in  buying  and  selling  mer- 
chandise. The  Commissioner  recognizes  in  the  or- 
dinary mercantile  operation  that  a  [151]  certain 
definite  procedure  is  desirable  and  necessary  *and 
will  be  conductive  to  the  production  of  a  return 
that  will  reflect  the  income. 

But,  then,  he  goes  on  in  the  succeeding  section 
and  deals  with  the  subject  matter  of  long-term  con- 
tracts, which  is  the  thing  we  are  concerned  with 
here,  and  he  says:  "Income  from  long-term  con- 
tracts is  taxable  for  the  period  in  which  the  in- 
come is  determined,  such  determination  depending 
upon  the  nature  and  terms  of  the  particular  con- 
tract. As  used  in  this  section,  the  term  4ong-term 
contracts'  means  building,  installation  or  construc- 
tion contracts  covering  a  period  in  excess  of  one 
year  from  the  date  of  execution  of  the  contract 
to  the  date  on  which  the  contract  is  finally  com- 
pleted and  accepted.  Persons  whose  income  is  de- 
rived in  whole  or  in  part  from  such  contracts  may, 
as  to  such  income,  prepare  their  returns  upon 
either  of  the  following  bases,"  and  then  he  sets 
forth  under  (a)  and  (b)  two  bases,  one  the  per- 
centage-of -completion  and,  the  other,  the  completed- 
contract  basis. 

The  regulation  which  he  just  told  your  Honor 
supports  his  contention  that  inventories  and  work- 
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in-progress  accounts  are  essential  to  an  accrual 
method  is  the  statute  or  regulation  that  he  read, 
and  which  applies  solely  to  the  adoption  of  a  per- 
centage-of-completion  method.  If  we  had  done  that 
in  connection  with  our  contracting  business,  we 
would  have  had  to  maintain  our  records  as  this 
regulation  requires.  That  is  what  he  [152]  read  to 
your  Honor.  This  is  one  of  the  permissive  methods 
in  long-term  contracts: 

"Gross  income  derived  from  such  contracts  may 
be  reported  upon  the  basis  of  percentage  of  com- 
pletion. In  such  case  there  should  accompany  the 
return  certificate  of  architects  or  engineering  show- 
ing the  percentage  of  completion  during  the  tax- 
able year  of  the  entire  work  to  be  performed  under 
the  contract.  There  should  be  deducted  from  such 
gross  income  all  expenditures  made  during  the  tax- 
able year  on  account  of  the  contract,  account  being 
taken  of  the  material  and  supplies  on  hand  at  the 
beginning  and  end  of  the  taxable  period  for  use  in 
connection  with  the  work  under  the  contract  not 
yet  so  applied." 

That  is  the  requirement  where  we  have  elected 
to  adopt  the  percentage-of-completion  method.  It 
was  applicable  to  us  in  1938  and  in  connection  with 
the  return  in  1939  when  we  finished  the  State 
Capitol,  but  when  we  have  elected  the  accrual 
method  there  is  nothing  in  this  regulation  which 
imposes  that  kind  of  an  accounting  method,  and 
the  regulation  that  he  read  does  not  support  that 
contention,  nor  support  the  idea  that  the  Commis- 
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sioner — the  very  fact  that  the  Commissioner  saw 
fit  to  adopt  a  regulation  of  his  own  dealing  with  two 
specific  types  of  taxpayers  and  providing  specific- 
ally how  they  shall  report,  if  they  elect  a  certain 
method,  carries  with  it  the  legal  implication  that 
as  to  all  others  this  does  not  apply. 

Then  there  is  this  second  fact  which  T  called  to 
your  [153]  Honor's  attention  in  opening,  in  this 
other  regulation  w^hich  he  read  and  which  I  just 
concluded  reading.  It  stops  at  the  point  where  I 
have  just  stopped.  In  the  prior  regulations,  added 
to  this  was  the  provision  which  authorized  the 
Commissioner,  at  the  end  of  the  completion  of  a 
contract,  after  one,  or  two  or  three  years,  when 
you  can  ascertain  the  actual  profit — the  taxpayer 
could  do  it  himself  or  the  Commissioner  could  com- 
])el  a  recomi)utation  of  the  whole  operation  in  ac- 
cordance with  the  profit  which  was  determined  upon 
completion;  if  the  return  did  not  clearly  reflect  the 
income  for  any  year  or  years,  the  Commissioner 
might  permit  or  require  an  amended  return.  In 
other  words,  it  authorizes  them  to  revise  the  whole 
thing  and  ignore  the  prior  return  and  revise  it,  but 
that  was  eliminated.  However,  it  is  no  longer  per- 
missible now,  under  any  regulation,  and,  so,  I  say 
to  your  Honor  that  Mr.  Winter  has  not  demon- 
strated here  that  there  is  in  existence  any  Act  of 
Congress  or  any  regulation  promulgated  by  the 
Commissioner  which  imposes  upon  a  contractor- 
taxpayer  who  adopts  the  accrual  method  to  carry 
an  account  of  inventory  and  to  carry  a  work-in- 
progress  account. 
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He  is  permitted  and  required  to  keep  his  ac- 
counts and  report  upon  the  basis  which  the  law 
recognizes  as  applicable  to  that  method,  namely, 
accruing  money  that  he  is  entitled  to  receive,  and 
accruing  liabilities  that  he  has  incurred  in  the  year 
in  which  the  accrual  takes  place.  That  is  the  situa- 
tion we  have  here.  [154] 

Counsel  read  at  length  and  rather  hurriedly — I 
don't  know  whether  your  Honor  could  follow  the 
import  of  the  letters  that  he  read,  the  letters  that 
preceded  the  consent  that  was  given  to  change  the 
method  of  accounting.  However,  your  Honor  can 
read  them  for  yourself  and  see  what  they  con- 
tain, that  series  of  letters  which  he  read. 

There  was,  apparently,  a  good  deal  of  misunder- 
standing between  the  Commissioner  and  the  tax- 
payer as  to  what  the  situation  was,  and  that  re- 
sulted in  an  exchange  of  these  several  letters.  Your 
Honor  will  see,  as  soon  as  you  read  them,  that  the 
misunderstanding  was  clarified  and  that  the  Com- 
missioner issued  a  letter  of  July  7,  1938,  which 
reads : 

"Reference  is  made  to  your  letter  dated  May  9, 
1938,  submitting  additional  information  in  connec- 
tion with  your  request  for  permission  to  change 
your  method  of  reporting  income  from  the  cash  to 
the  accrual  basis,  beginning  with  the  taxable  year 
ending  December  31,  1938. 

"It  is  stated  that  at  December  31,  1937,  you  had 
no  accrual  of  income  not  received,  no  income  re- 
ceived in  advance  of  when  earned,  no  expenses  ac- 
crued but  not  paid,  no  expenses  prepaid. 
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"It  appears  from  the  information  submitted  that 
there  will  be  no  duplicated  or  omitted  items  of  in- 
come or  deduction. 

"Predicated  on  the  foregoing,  permission  is 
hereby  granted  you  to  change  your  method  of  re- 
porting income  from  the  [155]  cash  to  the  accrual 
basis,  beginning  with  the  taxable  year  ending  De- 
cember 31,  1938." 

That  was  his  final  conclusion  after  the  misun- 
derstandings were  clarified  by  the  exchange  of  cor- 
respondence, the  misunderstanding  arising  from 
this  situation.  The  letter  of  Mr.  Hammond's,  when 
your  Honor  reads  it,  you  will  see,  was  written  by  a 
layman,  not  an  attorney  versed  in  income  tax  law 
or  from  a  legal  standpoint. 

It  called  attention  to  the  fact  that  the  Corpora- 
tion had  started  this  State  Capitol  job  and  that  the 
Corporation  was  being  dissolved;  that  they  had  re- 
ported on  a  percentage  basis  for  the  Corporation 
and  they  wanted  to  report  the  balance  of  the  opera- 
tion in  the  year  of  completion  on  the  same  basis 
but,  since  Mr.  Hammond  was  on  the  cash  basis  in- 
dividually and  they  contemplated  going  on  the  ac- 
crual basis  thereafter,  they  wanted  permission  to 
do  that  except  for  the  year  1938. 

That  is  all  that  correspondence  does,  when  you 
take  these  letters  all  together.  You  will  see,  when 
your  Honor  reads  all  the  correspondence,  that  the 
Commissioner's  office  did  not  quite  understand  the 
situation;  it  had  not  been  made  very  clear  in  the 
first  letter,  and  they  exchanged  two  or  three  letters, 
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and  it  finally  Avas  clarified  and  it  resulted  in  this 
permission  being  granted.  That  is  all  in  the  world 
that  we  have. 

But,  over  and  l)eyond  that,  assuming  that  they 
had  never  gotten  any  permission  to  report  on  the 
accrual  basis,  it  has  now  [156]  been  definitely  ad- 
judicated by  a  decision  that  where  a  taxpayer  has 
consistently  reported  on  a  given  basis  year  in  and 
year  out  for  several  years  and  the  returns  have 
been  audited  and  have  not  been  challenged,  that 
will  be  deemed  the  equivalent  of  permission  to  use 
that  basis  of  accounting,  that  method  of  account- 
ing. In  that  connection,  I  call  your  Honor's  atten- 
tion to  the  case  of  Fowler  v.  Commissioner  of  In- 
ternal Revenue,  138  F.  (2)  774,  where  the  Court 
said: 

"The  requirement  that  a  taxpayer,  after  electing 
to  use  a  method  of  accounting  in  income  tax,  must 
follow  such  method  in  returns  for  subsequent  years, 
unless  permission  is  granted  by  the  Commissioner 
to  change  to  another  method,  may  be  satisfied  by 
Commissioner's  acceptance  of  returns  which  give 
notice  to  him  that  the  method  originally  adopted  has 
l)een  changed,  and  the  situation  then  stands  as 
though  Commissioner  had  given  express  permis- 
sion to  allow  change  in  method  of  accounting." 

That  is  the  situation  here,  regardless  of  all  the 
quibbling  there  may  be  with  respect  to  formal  con- 
sent and  the  misunderstanding  they  had  in  their 
early  correspondence.  If  we  had  nothing  of  that 
here,  the  Court  would  be  bound,  if  it  followed  this 
decision,  to  say  that  this  taxpayer,  mistakenly  or 
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otherwise,  assumed  he  had  a  right  to  report  on  the 
accrual  basis  since  1939.  He  did  so  during  1939, 
1940,  1941  and  1942.  In  all  the  years  except  one 
the  Revenue  Agent  never  challenged  the  right  to 
proceed  on  an  accrual  basis,  and,  therefore,  the 
Commissioner  will  be  deemed  to  have  consented. 

Mr.  Winter:  Is  it  your  contention  that  you  had 
a  different  basis  for  1938  than  you  had  for  1942  ? 

Mr.  Bischoff:  Our  contention  is  that,  beginning 
January,  1939,  we  were  on  the  accrual  basis;  that 
we  had  a  right  to  be  on  that  basis;  that  we  had 
X)ermission  to  be  on  that  basis;  that  we  kept  our 
accoimts  on  that  basis;  made  our  returns  on  that 
basis. 

Mr.  Winter:  What  ])asis  do  you  contend  you 
were  on  for  1938? 

Mr.  Bischoff :  I  donH  know.  It  doesn't  make  anj^ 
difference  what  it  was.  Those  years  are  not  in- 
volved. We  are  concerned  only  with  the  years  in 
controversy  here. 

The  Court:     Proceed,  Gentlemen. 

Q.  (Mr.  Winter)  :  Mr.  Hammond,  I  think  you 
said  you  are  not  a  bookkeeper  and  you  have  had 
very  little  experience  in  bookkeeping;  that  you  are 
a  contractor?  A.     That  is  correct. 

Q.  Are  you  familiar  with  income  tax  regula- 
tions? A.     I  probably  never  saw  one. 

Q.  I  show  you  what  has  been  marked  for  iden- 
tification as  Pre-Trial  Exhibit  No.  28.  Did  you 
w^ite  that  letter  or  did  someone  else  write  it  for 
you? 
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A.  Very  probably  it  was  dictated  by  my  at- 
torney. 

Q.    You  mean  Mr.  Bob  Jacob,  counsel  here?  [158] 

A.     Mr.  Bob  Jacob,  yes. 

Q.     The   billings   which   have   been   marked   for 

identification   as   Pre-Trial   Exhibit   No.   21,   those 

are  billings  which  were  made  by  the  contractor  to 

the  owner,  your  billings  to  the  owner,  is  that  right? 

(Question  read.) 

Q.     Is  that  right? 

A.  I  presume  so.  They  were  billed  on  our  let- 
terhead. 

Q.  When  you  made  the  billings  were  the  billings 
made  on  the  percentage  of  the  building  which  was 
completed  as  of  the  time  of  the  billing? 

A.  Not  necessarily.  They  were  made  on  the 
authorized  amounts  that  the  architect  or  engineer 
permitted  us  to  bill. 

Q.  In  other  words,  on  engineer's  estimates  as  to 
the  percentage  of  completion  at  the  time  of  billing  ? 

A.  On  estimates  by  the  architect  or  engineer  as 
to  the  amount  of  money  we  were  entitled  to. 

Q.     It  was  based  on  the  percentage  of  the  work? 

A.     That  I  couldn't  say. 

Q.  It  was  based  on  the  percentage  of  the  money 
and  materials  you  had  expended  in  the  contract,  is 
that  right? 

Mr.  Bischoff:  The  question  is,  in  effect,  calling 
for  a  conclusion. 

Mr.  Winter:     This  is  cross-examination. 

Mr.  Bischoff:  That  does  not  authorize  the  wit- 
ness to  testify  [159]  about  legal  matters.  There  is  a 
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question  of  interpretation  as  to  what  is  meant  by 
*' percentage  of  completion."  The  Revenue  Agent  in 
his  report  makes  quite  an  issue  of  that  as  to  the 
percentage  of  the  completion  of  the  structure  as  a 
whole  and  percentage  of  completion  of  the  com- 
ponent parts,  and  he  says  in  his  report  the  engi- 
neers only  determined  the  percentage  of  completion 
of  the  component  parts  but  did  not  determine  the 
percentage  of  completion  of  the  whole  building,  so 
there  is  a  legal  question  as  to  what  is  meant  by 
that  term.  The  question  as  asked  calls  for  a  legal 
conclusion. 

The  Court:  I  think  I  know  what  a  contractor 
can  get.  He  can  get  whatever  the  engineer  or  archi- 
tect allows  him.  They  have  some  very  funny  ideas 
sometimes.  All  I  can  say  is  that  I  am  not  confused 
and  I  think  I  know  what  you  gentlemen  are  dis- 
puting about  now.  Go  ahead  and  ask  your  question 
again,  Mr.  Winter. 

Q.  (Mr.  Winter) :  Mr.  Hammond,  is  it  not  a 
fact  that  the  billings  were  based  upon  the  amount 
of  work  which  had  been  completed  and  approved  by 
the  engineer  as  of  that  date? 

A.  Billings  were  made  on  the  amount  of  money 
that  was  approved  by  the  engineer  as  of  that  date. 

Q.  They  were  also  based  on  the  amount  of  work 
or  the  amount  of  labor  and  materials  that  went  into 
the  building? 

A.  Not  necessarily.  It  was  based  on  what  the 
engineer  thought  it  was  worth. 

Q.     You  mean  on  the  part  that  was  completed? 
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A.  If  I  can,  I  will  explain  it  a  little  bit.  He 
starts  in  with  the  excavating  and  he  takes  each 
item  and,  as  he  goes  through,  he  decides  that  we 
have  got  that  much  done.  Whether  we  like  it  or 
whether  we  don't  like  it,  that  is  what  he  says.  When 
he  gets  through,  he  adds  them  all  up  and  says,  "You 
can  have  that  much  money." 

Q.  On  some  of  the  contracts  you  were  only  en- 
titled to  80  per  cent  of  the  amount  which  you  would 
estimate  ? 

A.  The  contracts  vary.  When  he  gets  through, 
then  they  automatically  take  off  5  per  cent,  10  per 
cent  or  15,  which  they  hold  back  as  assurance  that 
you  don't  break  a  leg. 

Q.  The  billings  which  were  accrued  on  your 
books  were  for  the  total  amount,  without  that  per- 
centage off? 

A.     When  they  get  the  bill,  the  percentage  is  off. 

Q.  Let's  come  to  the  partnership  matter.  Your 
boy,  you  say,  was  in  college  up  until  1940? 

A.     Approximately,  yes. 

Q.     Did  he  work  for  you  during  1940? 

A.     I  believe  he  did. 

Q.     How  about  1941?  A.     Yes. 

Q.     Did  he  work  the  whole  year  of  1941? 

A.  No,  he  went  in  the  Army  about  December.  I 
think  it  was  the  26th,  some  time  after  Christmas. 

Q.  What  compensation  were  you  paying  him  in 
1941,  do  you  recall?  [161] 

A.  No,  I  don't.  It  was  about  the  same  as  Peter- 
sen, wasn't  it? 
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Q.     About  $7,500? 

A.     Something  like  that. 

Q.  What  was  his  job  in  1941,  before  you  en- 
tered into  this  so-called  partnership  agreement? 

A.  Well,  one  of  his  jobs  was  in  Milwaukie,  the 
Milwaukie  Housing  Project. 

Q.     The  Milwaukie  Housing  Project? 

A.     Yes.  I  don't  know  what  the  job  nimiber  was. 

Q.     That  is  Contract  No.  207. 

A.  Okeh.  From  there  he  went  to  the  Aluminum 
Plant. 

Q.     That  was  started  in  1941,  wasn't  it? 

A.  Yes,  and  I  think  it  was  the  next  number, 
208.  I  imagine  there  were  some  six  or  seven  engi- 
neers under  him,  but  his  responsibility  was  to  see 
that  all  the  buildings  were  put  in  the  right  spots, 
both  sideways  and  up  and  down,  and  it  was  a  very 
important  matter  because  the  Aluminum  Company 
also  had  a  crew  of  engineers  seeing  to  the  same 
thing  and 

Q.     208 


Mr.  Bischoff :     Let  him  finish. 

Mr.  Winter:     I  thought  he  had  finished. 

A.  Well,  I  was  trying  to  follow  through.  I  think 
it  was  shortly  after  that  that  they  pulled  him  into 
the  Army. 

Q.  What  time  was  it?  Was  it  late  in  the  year 
when  they  pulled  him  into  the  Army  in  1941?  [162] 

A.  I  am  pretty  sure  it  was  December  26th,  be- 
cause I  think  he  had  a  chance  to  stay  home  for 
Christmas,  and  he  was  in  Fort  Lewis  the  next  day. 
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Q.     Then  he  got  back  about  February  3rd? 

A.     Well,  he  was  in  there  about  a  month. 

Q.  February  3rd  you  say  you  executed  a  part- 
nership agreements  A.     That  is  correct. 

Q.  On  the  same  day  you  executed  the  two  agree- 
ments with 

A.     Mason  and  Petersen. 

Q.     Mason  and  Petersen? 

A.     That  is  correct. 

Q.  I  will  show  you  what  has  been  marked  for 
identification  Plaintiff's  Exhibits  No.  4  and  No.  5, 
and  received  in  evidence 

Mr.  Bischoff:  We  did  not  offer  them  in  evi- 
dence. 

Mr.  Winter:  You  produced  them  as  Plaintiff's 
Exhibits  but  you  refused  to  offer  them.  Did  you 
make  an  objection  to  them? 

Mr.  Bischoff:     You  have  not  offered  them  yet. 

Mr.  Winter:     Yes,  we  offered  them. 

Mr.  Bischoff:  I  have  no  recollection  of  your 
offering  them. 

Mr.  Winter:  If  there  is  any  question  about  it, 
your  Honor,  we  would  like  to  re-offer  them. 

Mr.  Bischoff:  At  this  time  I  object,  as  incom- 
petent, irrelevant  and  immaterial  and  for  the  rea- 
sons previously  stated. 

The  Court:     Admitted,  subject  to  objection. 

Mr.  Winter:  Those  are  the  agreements  you  had 
with  Mr.  Petersen  [163]  and  Mr.  Mason,  are  they 
not,  Exhibits  4  and  5? 

A.  Yes,  sir.  This  one  is  not.  This  is  Exhibit  No. 
3.  It  is  not  Exhibit  4  or  5. 
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Q.  I  have  4  and  5  here.  You  might  as  well  have 
all  the  exhibits.  Exhibit  No.  3  is  the  partnership 
agreement;  Exhibit  No.  4  is  the  Mason  agreement 
and  Exhibit  No.  5  is  the  Petersen  agreement.  Is 
that  right!  A.     That  is  correct. 

Q.     They  were  all  executed  February 


-3rd. 


A.    - 

Q.     February  3,  1942,  is  that  right? 

A.     That  is  right. 

Q.    Where  were  they  executed? 

A.     In  my  office,  I  presume. 

Q.     Who  prepared  them? 

A.     I  believe  Mr.  Jacob. 

Q.     Mr.  Jacob  prepared  them?  A.    Yes. 

Q.  There  was  also  executed  at  the  same  time, 
was  there  not,  a  power  of  attorney  which  has  been 
marked  Defendant's  Exhibit  No.  30? 

A.     Yes,  sir. 

Q.  Under  the  Petersen  agreement,  he  was  to 
get  $7,500  and  under  the  partnership  agreement 
your  son  was  to  get  $7,500  and  a  percentage  of  the 
profits,  is  that  right?  [164] 

Mr.  Bischoif:  The  contracts  speak  for  them- 
selves, your  Honor. 

The  Court:     He  may  answer. 

Q.  (Mr.  Winter)  :  Was  it  your  intention,  Mr. 
Haiimiond,  Mr.  Peterson  was  to  get  $7,500  and  your 
son  was  to  get  $7,500. 

A.  They  were  each  allowed  to  take  $7,500  as  a 
drawing  account. 

Q.  Why  did  he  execute  a  power  of  attorney  on 
the  same  date? 
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A.  Becanse,  as  I  remember  it,  there  was  a  pos- 
sibility that  he  was  going  to  be  away  and,  if  there 
was  any  possibility,  I  had  to  have  that  power  of 
attorney,  in  case  it  was  called  for,  and  the  fact  that 
I  was  being  very  j^articular  that  this  partnership 
was  not  divulged,  but  in  an  emergency  where  I  had 
to  sign  something  I  had  to  have  a  power  of  attorney 
on  record  in  case  something  happened  to  him,  which 
is  always  liable  on  construction  work. 

Q.     Who  was  your  bookkeeper? 

A.     February  3rd  it  was  Miss  Novak. 

Q.     Rosalie  Novak?  A.     Yes. 

Q.  You  told  the  Court  that  was  an  entirely  se- 
cret document,  that  nobody  knew  about  it.  Isn't  it 
a  fact  that  Miss  Novak  executed  it  as  Notary  Pub- 
lic, this  agreement  as  well  as  the  partnership  agree- 
ment and  the  power  of  attorney? 

A.     That  is  correct. 

Q.  Then  she  knew  about  it,  your  own  book- 
keeper? A.     I  doubt  it.  [165] 

Q.     She  notarized  them,  didn't  she? 

A.  That  is  correct.  She  had  notarized  a  lot  of 
papers  that  she  does  not  know  anything  about,  to 
my  knowledge,  and  I  am  quite  sure — I  don't  re- 
member all  the  details  as  of  that  time,  but  in  this 
particular  case,  I  am  quite  sure,  I  would  be  very 
sure  that  she  did  not  read  this.  All  she  needed  to 
do  was  to  notarize  the  signatures  that  were  on  it. 

Q.  You  say,  in  connection  with  the  partnership 
agreement,  you  did  not  inform  your  banker? 

A.  To  the  best  of  my  knowledge,  I  never  in- 
formed nobody  but  my  son,  my  wife,  and,  of  course. 
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I  told  Mr.  Jacob.  As  I  wanted  him  to  write  it,  he 
couldn't   very   well   write   it   up   without   knowing 
what  he  was  writing  up. 

Q.  You  filed  a  certificate  of  an  assumed  name 
with  the  County  Recorder,  showing  yourself  as  the 
sole  owner  of  the  business,  and,  when  the  Corpora- 
tion was  dissolved,  you  took  all  contracts  in  your 
own  name  individually?  A.     I  did. 

Q.  You  were  general  manager  of  all  contracts 
except  as  you  might  consult  with  Petersen  and  Ma- 
son and  your  son? 

A.     I  was  the  head  of  the  organization. 

Q.  As  a  matter  of  fact,  you  had  a  power  of  at- 
torney to  handle  all  the  business? 

A.     That  is  correct. 

Q.  Mr.  Mason,  he  was  in  charge  of  one  project 
as  superintendent,  [166]  was  he  not? 

A.     He  was. 

Q.     One  or  more? 

A.  Up  until  a  certain  time  he  Avas  general  su- 
perintendent. 

Q.  Mr.  Petersen  was  also  a  general  superinten- 
dent or  manager? 

A.     He  was  a  superintendent  on  individual  jobs. 

Q.  As  a  matter  of  fact,  your  son  was  the  super- 
intendent on  the  Milwaukie  Housing  Project  in 
1941? 

A.  No;  he  was  the  engineer  that  was  laying  it 
out.  I  forget  who  was  the  superintendent  on  that 
job. 

Q.  Did  he  have  a  lot  of  engineers  working  under 
him? 
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A.     Well,  I  wouldn't  say  a  lot;  three  or  four. 

Q.  He  did  not  pay  you  any  money  for  the  one- 
fifth  interest  in  the  business  %  A.     Not  in  cash. 

Q.    He  gave  you  a  note,  didn't  he? 

A.  Well,  it  seems  to  me  he  did.  I  can't  remem- 
ber. I  can't  find  it. 

Q.  As  a  matter  of  fact,  all  the  funds  that  he  had 
was  what  money  he  had  earned  since  he  came  to 
work  for  you  since  he  had  left  college? 

A.  I  certainly  have  no  knowledge  of  what  funds 
he  had.  I  don't  think  he  had  very  much  money,  if 
that  is  what  you  are  getting  at. 

Q.  As  a  matter  of  fact,  you  supported  him  in 
college?  A.     Yes,  sure.   [167] 

Q.  What  management  and  control  of  the  busi- 
ness did  he  exercise  after  February  3,  1942,  that  he 
did  not  exercise  in  1941? 

A.     After  he  came  back? 

Q.     Yes. 

A.  Wei],  his  duties  at  that  time — I  believe  we 
put  him  in  charge  of  the  Guilds  I^ake  Project. 

Q.  When  you  say  "we  put  him  in  charge,"  do 
you  mean  you  and  Mason? 

A.  I  talk  about  the  Ross  B.  Hammond  Com- 
pany as  "we."  It  does  not  mean  "it."  I  mean  "we" 
because  I  was  "it." 

Q.    You  put  him  in  charge 

A.  I  guess  I  am  a  little  like  Lindbergh,  because 
I  like  to  talk  about  "we,"  because  we  were  all  to- 
gether and  we  operated  all  together.  That  is.  Mason 
and  Petersen  and  Bill  and  I  ran  this  company,  even 
though  I  was  still  boss. 
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Q.     You  were  still  in  charge? 

A.  I  was  the  executive  head  at  the  time  and 
when  Bill  came  back  I  put  him  in  charge  of  Guilds 
Lake,  w^hich,  if  I  rememl^er  right,  was  something 
like  a  million  and  some-odd  dollars  of  a  contract. 
It  was  several  hundred  houses,  the  first  installation 
at  Guilds  Lake,  for  which  he  was  entirely  responsi- 
ble. We  had  accumulated  this  University  Homes 
Housing  Project  which  was  a  five-million-dollar 
operation  and  2,000  homes  which  they  were  trying 
to  get  ready  for  occupancy  in  ninety  days,  so  I 
took  Mason  and  put  him  out  on  that  project  and  so 
Bill  then  took  charge  of  the  Guilds  [168]  Lake 
Housing  Project  and  also  helped  me  in  the  office 
because  Petersen  had  his  hands  full  at  the  Trout- 
dale  Aluminum  Plant  which  was  also  quite  a  large 
job. 

At  the  end  of  this  Guilds  Lake  Project — I  think 
it  was  not  quite  completed  when  they  yanked  him 
back  into  the  Army.  In  the  meantime,  he  had  been 
under  my  wing  pretty  close  because  I  was  in  the 
office  and  he  was  in  the  office  with  me.  I  felt  Mason 
was  capable  of  the  University  Homes  and  I  didn't 
pay  much  attention  to  it.  I  felt  Petersen  Avas 
capable  of  building  the  Alimiinum  Plant  and  I  did 
not  pay  much  attention  to  him,  but  I  did  pay  a  lot 
of  attention  to  the  rest  of  it  and  I  paid  a  lot  of 
attention  to  Bill  because  I  needed  him. 

Q.     You  were  training  him? 

A.     I  beg  your  pardon? 

Q.     You  were  still  training  him? 

A.     I  sure  was. 
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Q.  Are  you  still  operating  now  as  an  individual 
or  a  partnership?  A.     As  a  partnership. 

Q.  Who  prepared  your  income  tax  return  for 
1942? 

A.  Mr.  Jacob  and  my  bookkeeper  have  prepared 
all  of  them. 

Q.     Did  Mr.  Jacob  prepare  the  return  for  1942? 

A.     He  prepared  all  of  them. 

Q.  On  that  return  you  do  not  show  any  income 
from  the  partnership,  do  you? 

A.     I  don't [169] 

Q.     I  will  show  you  the  return  for  the  year  1942. 

A.     Is  this  the  individual? 

Q.  On  line  8  you  show  net  profits  from  business 
or  profession  of  how  much?  A.     Line  8? 

Q.  I  am  looking  at  the  wrong  return.  Pardon 
me.  What  do  you  show  as  income  from  your  sep- 
arate business? 

A.  Well,  this  is  the  return  of  Ross  B.  Hammond, 
individually. 

Q.     Yes. 

A.  On  line  9  it  says  ^'Net  Profit  or  Loss  from 
Business  or  Profession,"  and  it  shows  $149,089.15. 
That  is  on  line  9. 

Q.  There  is  no  income  shown  from  the  partner- 
ship ?  A.     No. 

Q.  Mr.  Jacob,  who  prepared  your  return,  knew 
about  these  agreements,  didn't  he? 

A.     I  presume  he  must  have.  He  made  them. 

Q.  And  it  did  not  occur  to  you  that  it  was  a 
partnership  return  and  you  were  reporting  one- 
half  of  it? 
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A.     No;  as  a  matter  of  fact, 

Q.     Or  75  per  cent  of  it? 

A.  I  didn't  even  know.  I  never  had  anything  to 
do  with  making  a  return.  When  they  told  me  it 
was  a  return  and  to  sign  it,  why,  I  signed  it. 

Q.  As  a  matter  of  fact,  you  did  not  file  a  part- 
nership, a  delinquent  partnership  return  until  May 
15,  1944,  isn't  that  right?  [170] 

A.  If  it  says  it  there,  it  is  right.  If  that  is  what 
it  says  there,  it  is  right.  This  is  Ross  B.  Hammond 
Company  all  right.  There  is  no  date  on  it.  There 
is  some  receiving  stamp  here. 

Q.  You  know  that  as  a  matter  of  fact  you  did 
not  file  it  until  you  prepared  your  1943  return? 

A.  I  know  all  about  it  and  I  am  trying  to  an- 
swer your  question. 

Mr.  Bischoff:  The  return  in  his  hand  isn't 
dated.  Have  you  got  the  original? 

Mr.  Winter:  Yes,  he  has  the  original.  It  shows 
when  it  was  stamped  as  having  been  filed. 

Q.  In  your  return  for  1943,  that  is  the  first 
time  you  ever  divulged  to  the  United  States  or  to 
anyone,  outside  of  your  wife  and  Bill,  as  you  say, 
that  any  partnership  existed,  is  that  right? 

A.     That  is  correct. 

Q.  Although  Mr.  Jacob,  who  prepared  the  re- 
turn, knew  about  it,  and  although  your  bookkeeper 
knew  about  it,  that  is,  she  notarized  these  agree- 
ments  

A.  When  you  say  that  she  knew  about  it,  I 
don't  agree  with  you.  I  agree  with  you  that  she 
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notarized  them,  but  I  am  reasonably  sure  she  did 
not  know  it  because  I  am  pretty  sure  I  would  not 
let  her — I  am  quite  sure  I  would  not  read  it  to 
somebody  or  let  somebody  else  read  it. 

Q.  You  did  not  let  her  see  it  when  she  no- 
tarized it?  A.     I  just [171] 

Q.    Except  to  put  her  signature  on  it? 

A.  I  said,  "Notarize  these  agreements."  They 
were  all  made  out  and  were  all  ready. 

Q.     Was  Bill  there?  A.     Bill,  where? 

Q.  Was  Bill  in  the  office  when  the  partnership 
agreement  was  executed?  A.     Yes,  he  was. 

Q.  Would  you  look  at  the  signatures  on  there, 
please.  A.     Yes. 

Q.  Do  they  appear  to  be  signed  with  the  same 
pen  and  ink? 

A.  No.  I  presume  he  had  his  own  pen.  I  don't 
remember  those  details. 

Q.  Do  you  have  any  recollection  that  you  were 
there  when  he  signed? 

A.     I  can  imagine  I  was. 

Q.  You  are  just  imagining?  You  don't  have  any 
independent  recollection  that  you  were  there,  then? 

A.  I  would  say  I  was,  yes.  I  think  it  was  signed 
right  in  my  office. 

Q.  Did  you  have  any  other  profit-sharing  agree- 
ment with  Bill  during  the  year  1941  or  1942,  other 
than  this  partnership  agreement?  A.     No. 

Q.  You  did  not?  You  say  definitely  you  had  no 
other  agreement,  [172]  profit-sharing  agreement? 

A.     Not  that  I  remember. 
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Q.     Either  during  1941  or  1942? 

A.     That  is  right. 

Q.     Did  you  have  any  in  1943? 

A.  No,  I  had  nothing  but  this  partnership 
agreement. 

Q.  I  think  you  stated  all  your  contracts  with 
the  United  States  Government  were  taken  in  your 
name,  and  you  also  stated  that  the  reason  why  they 
were  taken  in  your  name  was  that  Bill  might  not 
be  available  to  sign  any  change  orders  or  anything 
of  that  nature?  A.     That  is  correct. 

Q.  You  had  his  power  of  attorney,  with  author- 
ity to  sign  and  take  all  contracts  in  your  name  ? 

A.  Yes.  This  was  for  the  reason  that  it  was 
kept  secret. 

Q.  Was  that  one  of  the  reasons  it  would  not  be 
necessary  to  have  Bill's  signature  on  contracts,  as 
long  as  you  had  the  power  of  attorney?  Even  if 
the  contracts  were  taken  in  the  partnership  name? 

Mr.  Bischoff:  Objected  to  as  argumentative, 
your  Honor. 

The  Court:     He  may  answer. 

A.  It  was  not  the  first  time  I  had  had  Govern- 
ment contracts.  In  the  first  World  War  I  was  doing 
the  same  thing  for  another  contractor,  and  there 
were  complications  that  arose  with  the  partnership 
when  we  would  have  Government  papers  to  sign. 
They  just  led  to  more  red  tape  than  I  have  ever 
been  able  to  get  loose  [173]  from,  and  for  that  rea- 
son I  kept  it  that  way. 
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Q.  Did  Mr.  Petersen  know  that  in  the  conduct 
of  the  business  your  son  was  one  of  the  partners? 

A.     They  knew  nothing. 

Q.  Therefore,  he  did  not  exercise  any  of  the 
rights  of  a  partner  in  that  matter,  as  one  of  the 
bosses  over  them,  over  those  individuals,  did  he? 

Mr.  Bischoff:     Objected  to  as  argumentative. 

The  Court:     He  may  answer. 

A.  He  didn't  exercise  any,  no  more  than  we  had 
in  our  conferences  before  he  went  to  war. 

Q.  He  did  not  exercise  any  further  control  than 
he  did  in  1941  or  1942?  A.     No. 

Q.  He  did  not  have  the  right  to  sign  checks  ex- 
cept with  the  signature  of  Mr.  Mason  or  Mr.  Peter- 
sen or  some  other  one  in  authority  in  the  office? 

A.  He  had  the  same  right  to  sign  checks  as  Mr. 
Mason  and  Mr.  Petersen,  and  they  had  to  be  signed 
with  Miss  Novak's  signature.  The  only  one  in  the 
outfit  that  had  the  right  to  sign  a  check  alone  was 
me,  and  that  was  for  an  emergency.  It  was  rather 
occasional  when  I  would  sign  a  check  alone.  In  fact, 
for  years,  ever  since  Miss  Novak  has  been  there,  if 
it  is  at  all  possible,  I  insist  on  Miss  Novak's  signa- 
ture on  a  check  first,  because  she  is  the  one  that  has 
the  responsil^ility  for  seeing  that  the  check  [174]  is 
properly  made  out.  She  and  Bill  can  sign  checks; 
she  and  Petersen  can  sign  checks  and  she  and  Ma- 
son can  sign  checks. 

Q.     Your  son  had  no  authority  to  draw  from  the 
Corporation  except  to  the  extent  of  $7,500  a  year? 
A.     According  to  our  agreement. 
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Q.  It  was  the  same  arrangement,  the  same  agree- 
ment that  you  had  with  Mr.  Petersen  and  Mr. 
Mason  ? 

A.     As  far  as  money  is  concerned,  yes. 

Mr.  Bischoff:  Objected  to  as  argumentative. 
The  contracts  are  the  best  evidence. 

The  Court:     He  has  already  answered. 

Q.  (Mr.  Winter)  :  As  a  matter  of  fact,  your 
son  did  not  include  25  per  cent — Did  your  son  in- 
clude 25  per  cent  of  alleged  partnership  profits  for 
the  year  1942  in  his  return?  Did  he? 

A.  I  think  the  return  was  made  up  by  the  same 
people  who  made  up  mine. 

Q.     He  only  reported  $7,500. 

Mr.  Bischoff:  Objected  to,  as  the  return  is  the 
best  evidence. 

Mr.  Winter:     If  he  knows. 

xV.  Well,  I  don't  know.  Without  the  return  I 
can't  remember  those  things. 

Q.     (Mr.  Winter)  :     I  have  the  return. 

A.  To  answer  your  question,  with  the  knowledge 
I  have  of  it,  I  am  pretty  sure  it  was  not,  because 
the  returns  were  made  out  at  the  same  time  by  the 
same  people  for  both  of  us.  [175] 

Q.  Did  you  tell  your  son  at  the  end  of  1942 
what  his  partnership  profit  was? 

A.     He  knew  at  all  times. 

Q.     What?  A.     He  knew  at  all  times. 

Q.     I  am  asking  you  if  you  told  him? 

A.  I  presume  so,  by  the  time  we  knew  what  it 
was. 

Mr.  Winter :     I  think  that  is  all. 
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Mr.  Bischoff:     That  is  all. 

The  Court:     We  will  resume  at  10:00  o'clock  in 
the  morning. 

(Whereupon,  at  4:40  o'clock  p.m.,  an  ad- 
journment was  taken  until  10:00  o'clock  a.m., 
Wednesday,  January  14,  1948.)   [176] 

Court  reconvened  at  10:00  o'clock  a.m.  Wednes- 
day, January  14,  1948. 

WILLIAM  A.  HAMMOND 

was  thereupon  produced  as  a  witness  on  behalf  of 
plaintiff  and,  being  first  duly  sworn,  was  exam- 
ined and  testified  as  follows: 

Direct  Examination 
By  Mr.  Bischoff : 

Q.     Will  you  state  your  full  name? 

A.     William  Allen  Hammond. 

Q.     Where  do  you  live'? 

A.     I  live  in  Washington  County,  Oregon. 

Q.     Are  you  married  or  single? 

A.     I  am  married. 

Q.    How  long  have  you  been  married? 

A.     Six  years. 

Q.     How  old  are  you?  A.     I  am  thirty,  sir. 

Q.     You  are  the  son  of  Ross  B.  Hammond,  the 
plaintiff  in  this  case?  A.     I  am. 

Q.    What  business  are  you  engaged  in? 

A.     Building  construction.  ; 

Q.     With  whom  are  you  associated? 

A.    With  Ross  B.  Hammond.  [177] 

Q.     In  what  capacity?  A.    As  a  partner. 
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Q.  When  did  you  become  associated  as  a  part- 
ner ? 

A.  We  became  associated  as  partners  in  Feb- 
ruary of  1942. 

Q.  I  show  you  Plaintiff's  Exhibit  No.  3  and  ask 
you  if  your  signature  is  on  that  instrument  ? 

A.     It  is. 

Q.     You  signed  it?  A.     I  did. 

Q.     On  the  date  that  it  bears?  A.     I  did. 

Q.     Who  was  present  when  you  signed  it? 

A.  Miss  Novak  was  present  and  I  believe  Ross 
B.  Hammond  was  present. 

Q.  Mr.  Hammond,  I  show  you  Plaintiff's  Ex- 
hilnt  No.  2  and  ask  you  if  you  received  that  in- 
strument? A.     I  did. 

Q.     From  whom? 

A.     From  R.  B.  Hammond. 

Q.     When  did  you  get  it? 

A.  At  the  same  time  as  the  signature,  on  Feb- 
ruary 3rd. 

Q.  You  got  it  at  the  same  time  that  the  articles 
of  partnership  were  executed? 

A.     That  is  correct. 

Q.     Where  were  you  born?  [178] 

A.     I  was  born  in  Pittsburgh,  Pemisylvania. 

Q.    When  did  you  come  to  Portland,  Oregon? 

A.  Well,  I  believe  I  first  came  here  when  I  was 
about  four  years  old.  I  was  traveling  with  my 
family. 

Q.     Have  you  lived  here  in  Portland  ever  since? 

A.     I  have  lived  here,  I  believe,  since  I  was  five. 
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Q.     Will  you  state  what  schooling  you  have  had? 

A.  I  attended  grammar  school  in  the  City  of 
Portland  and  some  high  school  at  Washington 
High  School  ill  Portland  and  graduated  in  La 
JoUa,  California,  and  Culver  Military  Academy. 

The  Court:    What  kind  of  school  is  in  La  Jolla? 

A.  High  school.  I  was  down  there  when  I  was 
sick  and  I  went  to  school  for  about  four  months 
there  or  six  months. 

The  Court:     How  big  a  town  is  La  Jolla? 

A.     I  think  about  10,000  people. 

The  Court:     How  far  from  San  Diego? 

A.    About  fifteen  miles. 

The  Court:     Which  direction? 

A.     It  is  just  north. 

Mr.  Bischoff:  Q.  You  were  there  while  you 
completed  your  high  school  studies? 

A.  Well,  it  was  about  my  sophomore  year.  I 
was  sick  and  had  to  leave  Portland  and  go  south 
for  the  temperature  and  warmth,  and  I  went  to 
school  there  just  for  the  six  months  I  was  there, 
but  I  have  been  trying  to  give  a  complete  account 
of  the  places  [179]  that  I  had  attended  school. 

Q.     You  got  credit  for  that? 

A.  I  believe  I  got  credit  for  what  amounted 
to  four  units  or  six  units  of  high  school  education. 
From  there  I  went  to  Culver  Military  Academy. 

Q.    Where  is  that? 

A.     That  is  in  Indiana. 

Q.  How  long  were  you  at  Culver  Military  Acad- 
emy? A.     Two  years. 
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Q.  What  was  the  nature  of  the  training  or  edu- 
cation you  received  there? 

A.     The  training  was  college  preparatory. 

Q.     From  there  where  did  you  go? 

A.  I  went  from  Culver  to  Stanford  University 
in  1935. 

Q.  From  what  year  to  what  year  did  you  at- 
tend. A.     From  1935  to  1939. 

Q.     You  graduated  in  1939? 

A.  I  believe  I  technically  graduated  in  January, 
1940,  although  I  am  not  positive  of  the  date.  I 
would  have  to  look  at  the  diploma  to  see  whether 
it  was  the  1939  class  or  the  1940. 

Q.  That  is  close  enough,  either  the  end  of  1939 
or  the  begimiing  of  1940  when  you  graduated. 

A.     I  was  home  in  January  of  1940. 

Q.  Did  you  receive  any  degree  upon  your  grad- 
uation  from   Stanford  ? 

A.  Yes,  I  received  a  degree  of  Civil  Engineer- 
ing. [180] 

Q.  What  was  the  course  of  study  you  pursued 
at   Stanfard  University? 

A.     Civil  Engineering  course. 

(The  Court  proceeded  to  the  transaction  of 
other  business.) 

Mr.  Bischoff:  Q.  Will  you  explain  the  nature 
of  the  course  of  study  you  pursued  at  Stanford 
University,  particularly  with  reference  to  the  type 
of  engineering  to  which  you  channeled  your  course  ? 

A.  In  college  education  for  engineering  you  are 
required  to  study  for  not  any  one  engineering  de- 
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gree.  If  it  is  Civil  Engineering,  a  Civil  Engineer- 
ing degree,  you  still  have  to  study  all  phases  of 
engineering,  mechanical,  chemical,  structural  and 
so  on  and,  to  get  any  one  of  these  degrees,  you 
have  to  cover  the  entire  field  of  engineering.  It 
is  a  very  broad  field  and  requires  physics,  mathe- 
matics, laboratory,  heat  and  power  and  field  sur- 
veying. 

Q.  Did  it  include  any  special  work  with  refer- 
ence to  construction  engineering? 

A.  Well,  to  the  best  of  my  knowledge,  there 
is  no  course  prescribed  for  construction  engineer- 
ing, but  it  did  include  strength  of  materials  and 
applicable  studies. 

Q.  After  your  graduation  from  Stanford,  did 
you  pursue  any  further  studies'?  Did  you  pursue 
any  further  studies  in  any  educational  institution? 

A.     No,  sir. 

Q.  During  the  time  that  you  were  attending 
school,  and  up  to  the  [181]  time  of  your  gradu- 
ation from  Stanford,  had  you  formulated  any  de- 
termination as  to  the  occupation  or  business  or 
profession  that  you  intended   to   follow  *? 

A.  I  had  definitely  decided,  quite  some  time  be- 
fore that,  that  I  was  going  to  be  in  the  building 
construction  business,  even  to  the  extent  that  I  had 
had  many  discussions  with  my  father  about  it,  and 
in  the  earlier  stage  he  attempted  to  discourage  me. 
I  had  my  mind  made  up  that  I  was  going  to  Peru. 
As  a  matter  of  fact,  before  I  even  started  to  col- 
lege— I  believe  I  was  sixteen — I  went  to  work  for 


224  J.  W.  Moloney  vs. 

(Testimony  of  William  A.  Hammond.) 
another   contractor,   and  that   is   when  my   father 
said  if  I  was  going  to  work  in  that  business  he  was 
the  best  man  qualified  to  teach  me  and  certainly  the 
most  interested  in  doing  so. 

Q.  How  early  was  it,  if  you  can  recall,  that 
you  made  that  determination? 

A.  I  would  say  I  formed  that  determination 
when  I  was  about  twelve  years  old.  It  was  prior 
to  Culver  and  prior  to  my  sickness. 

Q.  Was  that  determination  a  subject  of  fre- 
quent discussions  with  members  of  your  family, 
with   your   father   and   mother? 

A.     Yes,  it  was. 

Q.  Did  that  determination  have  anything  to 
do  with  channeling  your  course  of  study? 

A.  Very  definitely  chamieled  my  course  of 
studies. 

Q.  Did  you  do  any  work  during  the  period  of 
time  that  you  were  [182]  attending  school,  that 
is,  when  you  had  other  time  available  or  during 
vacation  time  from  your  studies? 

A.  I  worked  practically  all  of  every  vacation 
from  the  time  I  was  sixteen  in  the  construction 
business. 

Q.    Always  in  the  construction  business  ? 

A.     Yes,  sir. 

Q.  I  will  talk  about  the  period  up  to  your  grad- 
uation. I  will  talk  about  the  subsequent  period 
later. 

During  that  period,  whenever  you  had  work,  was 
it  always  for  your  father  or  with  your  father,  or 
did  you  work  elsewhere? 
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A.  Well,  I  was  with  my  father  exclusively  with 
the  exception  of  about — I  believe  there  was  one 
month  where  I  worked  for — I  can't  even  recall 
the  name  of  the  organization.  It  was  one  with 
which  my  father  was  associated  and  in  which  I 
was  very  interested  in  the  plant.  I  believe  it  was 
known  as  the  Oregon  Housing  Corporation. 

Q.     And  that  was  in  the  early  years'? 

A.  That  was  when  I  was  still  in  college  and  I 
wanted  a  paying  job  and  there  was  about  thirty 
days  left  before  going  back  to  school. 

Q.  Will  you  describe  the  kind  of  work  you 
were  doing  in  this  preparatory  period  from  the 
early  time  on,  in  a  general  way? 

A.  My  first  job  was  as  a  regular  laborer  on  a 
construction  job,  wheeling  concrete  and  carrying- 
lumber,  and  in  doing  so  I  learned  the  sizes  of  nails 
and  about  boards  and  steel,  inasmuch  as  I  had 
[183]  to  find  it  to  take  it  to  the  various  places  and, 
to  get  what  was  called  for  by  name,  I  learned  the 
vocabulary,  you  might  say. 

Q.  Is  there  an  unusual  vocabulary  as  to  ma- 
terials in  the  construction  business? 

A.  Yes,  there  is,  quite,  and  from  that  I  also 
kept  time  and  posted  it  to  what  we  call  our  job 
cost  and,  at  the  same  time  I  was  doing  that,  at 
night  and  at  home  and  on  week  ends  my  father 
was  explaining  the  interpretations  of  what  I  was 
doing,  so  that  later  on  I  could  analyze  costs  by  the 
unit,  and  I  went  from  that  and  was  doing  time- 
keeping and  labor  and  occasionally,  on  Saturdays, 
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I  was  in  the  office,  where  I  found  out  how  the  costs 
were  transferred  into  billings,  and  I  assisted  them 
in  that  way  in  the  office. 

Q.  During  all  of  that  time,  were  you  doing  that 
under  the  supervision  of  your  father? 

A.  I  was  under  his  constant  supervision  from 
a  very  early  age. 

Q.     Was  he  actively  directmg  you"? 

Mr.  Winter:  I  think  we  are  entitled  to  an  ob- 
jection on  the  leading  questions.  It  has  been  going 
on  now  for  some  time.  I  think  that  we  are  entitled 
to  an  objection  and  ask  that  the  answer  be  stricken 
as  leading. 

The  Court:     Ask  him  another  question. 

Mr.  Winter:     Exception. 

The  Court:  What  do  you  mean,  "exception'"? 
Mr.  Winter,  keep  yourself  in  check.  In  the  first 
place,  exceptions  are  not  necessary  [184]  or  allow- 
able under  our  practice.  You  are  just  as  big  an 
offender  at  leading  questions  as  is  Mr.  Bischoff. 

As  a  matter  of  fact,  when  we  try  cases  without 
a  jury,  it  is  entirely  within  the  discretion  of  the 
Court  as  to  the  extent  suggestive  or  leading  ques- 
tions are  permissible.  Try  to  avoid  them,  however, 
Mr.  Bischoff. 

Mr.  Bischoff:  Q.  State  what  your  father  did 
in  connection  with  teaching  you  the  business? 

A.  Well,  to  make  that  concise,  he  continuously 
worked  with  me  and  checked  my  work,  not  for 
technical  addition  and  subtraction,  but  for  the 
principles    upon    which    I    was    working,    and    he 
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would  query  me  quite  frequently  nearly  every  time 
we  were  together,  which  was  at  least  every  other 
day,  a])out  how  I  did  something  and  why  I  did  it 
and  where  I  did  it  and  when  I  did  it  and  then, 
when  my  answers  were  what  I  would  consider  now 
not  quite  satisfactory  as  far  as  detail  and  as  far  as 
knowing  specifically  are  concerned,  why,  when  I 
didn't  answer  the  questions  to  his  satisfaction,  usu- 
ally he  made  me  go  back — Rather  than  tell  me  the 
answers,  he  made  me  go  back  and  think  about  it 
for  a  day  until  I  did  pick  it  out  myself.  If  I  failed 
to,  then  he  would  prompt  me  a  little,  but  his 
method  of  training  has  always  been  one  in  which 
he  made  me  do  the  work  and  continue  to  do  the 
work  until  he  was  satisfied  I  knew  what  I  was 
doing. 

Q.  In  the  various  jobs  you  were  assigned  to, 
was  this  done  with  relation  to  the  training  pro- 
gram that  you  were  undergoing?  [185] 

A.  All  my  work  prior  to  that  time  was  in  the 
matter  of  training.  I  had  a  very  short  time  to  pick 
things  up.  I  had  to  move  fast,  and  I  was  told  at 
the  very  beginning — I  believe  Dad's  statement  spe- 
cifically was  that  he  had  to  teach  me  in  five  years 
what  it  took  him  thirty-five  to  learn,  and  I  was 
getting  it  thrown  at  me  just  as  fast  as  he  could. 

Q.  During  that  same  period  of  time — I  am 
speaking  about  up  to  the  time  of  your  graduation 
— had  there  been  any  discussion  between  you  and 
your  father  and  your  family  with  respect  to  your 
ultimate  association  with  your  father  in  business? 


228  J.  W.  Moloney  vs. 

(Testimony  of  William  A.  Hammond.) 

A.  Well,  there  had,  but  we  did  not  always 
exactly  see  eye  to  eye. 

Q.  What  was  the  nature  of  the  discussion  in 
that  respect? 

A.  The  nature  of  the  discussion  was  that  I  did 
not  particularly  like  being  the  boss'  son,  and  I 
had  decided  that  I  could  go  it  pretty  well  for  my- 
self, and  I  do  not  mean  it  in  any  cocky  sense,  but 
I  just  wanted  to  keep  from  being  Ross  Hammond's 
son  on  the  job,  and  I  had  discussed  the  idea,  and 
very  much  so,  of  going  to  Brazil,  which  I  consid- 
ered more  or  less  the  Pacific  Coast  of  his  day.  He 
had  come  out  to  the  Pacific  Coast  when  he  was 
about  my  age,  and  I  had  thought  that  Brazil  was 
in  a  position  to  become  an  engineer's  country  and 
that  I  might  go  down  and  get  in  on  the  ground 
floor  and  start  working  in  my  own  company. 

Q.  Was  that  what  you  were  telling  your  folks 
in  these  discussions?  [186] 

A.  I  was  telling  my  folks  that  and  I  was  dis- 
cussing it  with  my  then  bride-to-be. 

Q.  What  was  your  father's  reaction  to  the  pro- 
gram then? 

A.  Well,  we  carried  out  these  arguments  for 
quite  a  while,  quite  some  time.  His  principal  argu- 
ment was  that  I  was  being  quite  foolish  to  throw 
away  my  associations  up  here  in  a  company  which 
lie  had  started  and  which  was  organized. 

The  Court:     Don't  go  into  that  too  much. 

A.     I  beg  your  pardon. 

The  Court:     I  was  talking  to  Mr.  Bischoff. 

Mr.   Bischoff:     Q.    At   any   rate,   in  these   dis- 
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cussions  was  the  subject  of  a  prospective  partner- 
ship involved?  A.     Yes,  sir. 

Q.  After  you  had  agreed  to  stay,  what  was 
done? 

A.  Well,  I  continued  with  the  same  type  of 
education,  advancing  more  rapidly  since  I  had  more 
time  and  since  the  operations  were  more  con- 
tinuous. 

Q.     Did  you  then  take  steady  employment? 

A.     Yes,  I  took  steady  employment  immediately. 

Q.     With  whom? 

A.     With  Ross  B.  Hammond. 

Q.  You  have  been  associated  with  him  in  the 
same  capacity  ever  since? 

A.  Yes,  sir,  I  have,  other  than  my  sojourn  in 
the  Army. 

Q.  State  what  you  did  from  the  time  of  your 
graduation,  generally,  [187]  the  nature  of  the  work 
from  the  time  of  your  graduation  to  the  time  the 
partnership  agreement  was  formed. 

A.  Well,  the  nature  of  my  work  was  as  time- 
keeper and  as  engineer  on  the  Milwaukie  Housing 
Project  and  as  project  engineer  at  Trout  dale. 

Q.     How  big  a  job  was  the  Guilds  Lake  Project? 

A.  The  Guilds  Lake  Project  was  358  homes  and 
the  total  contract  was  about  $1,142,000,  I  believe. 

Q.     You  engineered  that  job? 

A.     Yes,  sir,  I  did. 

Q.  Did  you  do  that  all  alone  or  did  you  have  a 
staff  of  engineers  under  you? 
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A.  Well,  I  had  a  staff  of  engineers  under  me 
at  that  time.  The  actual  layout  and  engineering  of 
Guilds  Lake  came  at  a  time  after  I  had  become  a 
partner  and  I  was  frequently  acting  as  Ross  Ham- 
mond's assistant,  inasmuch  as  Mr.  Mason  and  Mr. 
Petersen  were  both  out  of  the  office. 

Q.  I  think  you  said  you  went  into  the  Army. 
Will  you  state  when  you  first  went  into  the  Army? 

A.  I  first  went  into  the  Army  December  26, 
1941. 

Mr.  Winter:    What  is  that  date  again? 

A.     December  26,  1941. 

Mr.  Bischoff:  Q.  How  long  did  you  remain 
in  the  Army? 

A.  At  that  time  I  was  released  on  January 
20,  1942. 

Q.  Did  you  have  a  coinmission  at  that  time? 
[188] 

A.  Yes,  I  had  a  Reserve  Officer — I  had  been  a 
Reserve  Officer  for  several  years. 

Q.     What  was  your  commission? 

A.  My  commission  was  Second  Lieutenant  in 
Field  Artillery. 

Q.    Why  were  you  released? 

A.  Well,  I  have  no  eardrum  in  my  right  ear, 
and  I  have  a  paralysis  of  the  seventh  cranial  nerve, 
I  believe  it  is  called. 

Q.  What  did  you  do  after  you  were  released 
from  the  Army? 

A.  I  returned  immediately  to  Ross  B.  Ham- 
mond's employ,  where  we  had  considerable  jobs. 
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As  a  matter  of  fact,  I  was  advised  of  my  release 
January  5th,  I  believe,  or  4tli,  and  from  the  4th 
to  the  20th  we  were  in  telephone  contact  almost 
daily  with  regard  to  the  jobs  that  I  knew  about 
and,  as  soon  as  I  realized  that  I  could  not  get  in, 
rather  than  put  somebody  else  on  them,  we  stayed 
in  telephone  contact  as  to  them  from  day  to  day. 

Q.  What  precipitated  the  discu^ssion  that  culmi- 
nated in  the  making  of  a  partnership  agreement 
on  February  3,  1942? 

A.  Well,  the  truth  of  the  matter  is  that  it  had 
been  previously  discussed  and  I  had — As  I  recall 
the  situation,  I  had  gotten  perturbed  at  the  war 
and  Dad  and  I  had  been  discussing  these  contracts 
with  Mr.  Mason  and  Mr.  Petersen,  and  he  had 
been  discussing  the  partnership  with  me,  and  the 
war  came  and  I  just  told  him  more  or  less  to  go 
to,  that  I  was  going  into  the  service,  and  we  had 
quite  a  tight,  because  he  had  contacted  Senator  Mc- 
Nary  with  regard  to  my  staying  out.  I  could  have 
[189]  stayed  out. 

The  Court:     Don't  go  into  that,  Mr.  Bischoff. 

Mr.  Bischoff:  Q.  You  don't  need  to  develop 
that  in  detail.  I  just  want  to  get  what  precipitated 
the  making  of  the  contract  at  that  particular  time. 

A.  My  return  from  the  service,  I  believe,  did. 
He  said  he  would  like  to  have  me  sign  up  then  so 
I  said  I  would  go  along  with  it. 

Q.  Did  you  enter  into  that  partnership  contract 
with  your  father  in  good  faith,  intending  to  be  a 
partner  with  him?  A.     Very  definitely. 
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Q.  From  that  time  on,  after  that  contract  was 
made,  was  the  scope  of  your  activities  any  differ- 
ent or  greater  or  less  than  it  had  been  before? 

A.  They  were  very  definitely  greater.  I  had 
complete  scope  of  activity  after  that. 

A.  Will  you  state  briefly  and  to  what  extent, 
what  your  activities  consisted  of  and  to  what  ex- 
tent they  were  greater  than  theretofore? 

A.  Well,  I  was  completely  handling  Guilds 
Lake  which  was  my  sole  responsibility  and,  in  ad- 
dition, I  believe  that  we  had  about  three  other  jobs 
or  four  other  jobs,  exclusive  of  Troutdale  and  Uni- 
versity Homes,  each  of  which  were  directly  super- 
vised by  Mr.  Petersen  and  Mr.  Mason  and,  in  addi- 
tion, I  took  care  of  Troutdale  as  far  as  preparing 
office  billings  that  were  submitted  [190]  hy  Mr. 
Petersen  following  the  estimates  having  been  made 
on  the  job;  they  were  submitted  to  the  office  for 
billing  and  I  checked  the  billings  and  assisted  the 
clerks  in  getting  out  definite  bills. 

Q.  Will  you  please  describe  generally  how  esti- 
mates were  prepared  for  allowance  by  the  engineers 
or  other  offices,  and  how  they  were  billed  out  to  the 
Government  or  other  agency? 

A.  Well,  may  I  ask  you  to  clarify  the  question? 
Guilds  Lake,  for  instance,  was  a  lump-sum-bid  job 
and  Troutdale  was  a  unit-price  job. 

Q.  Well,  describe  what  you  did  and  how  the 
billings  w^ere  made  for  each  type  of  contract.  You 
need  not  take  each  individual  job,  but  individual 
type  of  contract. 
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A.  Gruilds  Lake  was  a  typical  hmip-sum-bid  job. 
I  went  out  on  the  last  day  of  the  month  and  deter- 
mined, in  my  own  opinion,  the  monetary  value  of 
the  work  on  the  job  and  that  which  we  would  be 
paid  for.  Some  of  it  was  not  on  the  job.  We  had 
work  in  Albany,  for  example,  the  fabrication  of 
homes  that  were  going  up  there  and  the  plant  in 
Albany  needed  to  be  paid  for  it,  although  it  had 
not  been  put  up  on  the  site,  and  we  obtained  forms 
from  the  FPHA  to  bill  that  on,  along  with  the 
actual  foundation,  plumbing,  sewers,  streets  and 
so  forth. 

Q.  At  any  rate,  you  accumulated  the  informa- 
tion you  needed  to  enable  you  to  determine  that  ? 

A.  I  accumulated  all  the  information  to  deter- 
mine the  monetary  [191]  value  of  that  Avork  and 
then  obtained  the  api^roval  of  the  architect,  ob- 
taining a  certificate  on  it,  and  then  obtained  the 
approval  of  the  FPHA  itself,  and  then  it  was  sub- 
mitted and  went  through  to  Washington,  on  that 
type  of  job. 

Q.  Before  it  was  sent  in  for  payment,  was  it 
billed  out  in  the  office,  after  you  obtained  the  ap- 
proval of  the  amount  by  the  Engineers? 

A.  We  billed  it  out  on  the  specific  forms  for 
payment  by  the  Government. 

Q.    After  the   approval?  A.     Yes. 

Q.  You  billed  just  the  amount  that  was  ap- 
proved? 

A.  That  is  all  we  could  bill.  That  is  all  that 
would  go  through.  On  that  type  of  job,  Mr.  Peter- 
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sen  did  the  preliminary  work  that  I  discussed,  that 
I  did  on  Guilds  Lake,  out  at  Troutdale,  and  then 
those  figures  were  sent  in  to  our  main  office  w^here 
I  checked  them  against  our  bills  to  make  sure  that 
we  were  getting  sufficient  money  and  that  we  did 
not  leave  out  something  that  we  had  paid  for,  and 
then  prepared  the  bill  and  sent  it  through  channels. 

Q.  In  those  cases  there  was  the  requisite  ap- 
proval by  engineers  or  other  officers? 

A.  Yes.  It  was  necessary,  in  the  course  of  com- 
pleting this  billing,  to  visit  these  jobs,  including 
Troutdale. 

Q.  Was  that  the  plan  that  was  uniformly  fol- 
lowed in  billing   [192]   for  work  done? 

A.  Well,  it  is  in  general  the  plan  I  always  fol- 
lowed. 

Q.    Was  it  followed  in  your  business? 

A.    Yes. 

Q.  In  accumulating  the  information  upon  which 
you  estimated  the  amount  to  be  billed,  did  you  in- 
clude materials  that  had  been  purchased  for  use 
on  the  job? 

A.  Yes,  in  every  case,  to  the  best  of  my  knowl- 
edge. In  general,  we  would  collect  for  items  that 
were  referred  to  as  "on  site"  unless  there  was  a 
specific  clause  in  the  contract  which  said  that 
''payment  Avill  be  made  only  for  material  incor- 
porated in  it,"  and,  to  the  best  of  my  knowledge, 
w^e  had  no  such  contract. 

Q.  Were  there  any  reserve  materials  on  any  of 
these  jobs  that  were  not  included  in  your  monthly 
estimates  ?  A.    No. 
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Mr.  Winter:  Object  to  that,  if  Your  Honor 
please,  as  being  a  conclusion.  If  there  were  any 
such  inventories  taken,  they  would  be  the  best  evi- 
dence. I  think  it  is  admitted  here  that  no  inven- 
tories were  taken,  and  the  books  do  not  reflect  it. 

The  Court:  The  witness  may  go  ahead  and  an- 
swer the  question.  You  know  what  the  question  is 
here  about  inventories.  You  have  heard  it  for  two 
days  now. 

A.  In  my  opinion,  there  weren't  any  inventories 
because  of  the  fact  that  we  billed  all  materials 
which  we  had  on  the  site  at  every  job.  We  sub- 
mitted a  bill,  and  in  the  form  of  the  bill  you  [193] 
worked  out  the  amount  of  money  in  each  instance 
and  then,  as  an  item,  mcluded  the  materials  stored 
on  the  site;  for  example,  we  included  the  materials 
stored  at  Albany  that  were  aU  prefabricated;  they 
were  approved  for  payment. 

Mr.  Bischoff:  Q.  In  other  words,  the  billing 
included  all  the  materials  that  you  had? 

A.  AU  the  materials  and  of  the  types  of  con- 
tracts we  had  on  hand,  to  the  best  of  my  knowledge 
— that  type  of  contract  in  which  they  said  "incor- 
porated in  the  work,"  I  have  not  seen  one  and  I 
haven't  signed  one. 

Q.  I  omitted  something  I  should  have  asked  you 
before.  You  went  back  into  the  Army,  didn't  you, 
at  a  later  date?  A.     Yes,  I  did. 

Q.  Will  you  please  state  on  what  date  you  went 
back  into  the  Army? 

A.    I  think  it  was  October  16th. 
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Q.     Of  what  year*?  A.     1942. 

Q.     When  were  you  discharged? 

A.     December  28,  1945. 

Q.  When  you  were  discharged,  what  did  you 
do"? 

A.  I  returned  immediately  to  Ross  B.  Ham- 
mond Company. 

Q.  During  the  time  you  were  in  uniform  the 
second  time,  from  October,  1942,  to  December,  1945, 
were  you  overseas  or  were  you  in  this  country  all 
the  time'?  [194] 

A.    I  was  in  this  country  all  the  time. 

Q.     Were  you  back  home  on  occasion? 

A.  I  was  back  there  approximately  every  six 
months. 

Q.  Did  you  keep  in  touch  with  your  father  re- 
garding business  matters  during  the  time  you  were 
away? 

A.  We  were  in  constant  touch.  We  met  either 
when  I  was  home  on  leave  or  when  he  occasionally 
flew  down  to  meet  me  to  discuss  matters.  When  I 
would  transfer,  we  would  arrange  to  meet  between 
places  so  we  could  discuss  it,  and  we  carried  on 
frequent  telephone  conversations. 

Q.  Was  there  always  correspondence  between 
you? 

A.  Yes.  A  majority  of  the  work,  however,  was 
discussed  by  phone  because  of  the  length  of  time 
involved  in  correspondence. 

Q.     Were  those  business  discussions? 

A.     They  were  all  business  discussions. 
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Q.  Did  you  get  any  information  about  the  busi- 
ness or  financial  affairs  of  the  business? 

A.  I  got  continuous  information  in  regard  to 
our  financial  affairs. 

Q.  When  the  partnership  was  formed,  was  there 
any  understanding  as  to  whether  the  partnership 
was  to  be  made  public  or  whether  it  was  or  should 
be  kept  secret? 

A.  We  definitely  undestood  that  it  was  to  be 
kept  secret. 

Q.     Do  you  know  the  reason  for  it? 

A.     I  know  all  the  reasons  for  it.  [195] 

Q.  Were  you  in  court  when  your  father  testified 
as  to  the  reasons  for  secrecy?  A.     Yes,  I  was. 

Q.    Did  you  hear  what  he  said  about  that? 

A.     I  did. 

Q.  Were  those  the  reasons  that  induced  the 
maintenance   of  secrecy? 

A.  They  were.  As  a  matter  of  fact,  I  was  just 
as  vitally  concerned  as  he  was  with  regard  to  the 
other  members  of  the  firm  knowing  about  it. 

Q.  When  you  became  a  partner,  did  you  become 
aware  of  the  manner  in  which  the  books  of  account 
were  kept,  or  the  accounting  method? 

A.  Well,  I  am  somewhat  like  my  father  in  that 
I  am  not  an  accountant.  I  think  I  understand 
books  even  a  little  better  than  he  does,  but  I  am 
certainly  very  far  from  being  able  to  pick  up  a 
set  of  books  and  understand  them.  If  I  sat  down 
and  really  dug,  I  could  pick  out  the  information, 
but  I  am  not  generally  familiar 
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Q.  What  I  would  like  to  know  particularly  is: 
Did  you  become  aware  as  to  the  particular  system 
of  accounting,  the  method  of  accounting  that  was 
being   employed  ? 

A.     Yes,  I  was  aware  of  our  system. 

Q.  What  method  did  you  understand  was  being 
employed  ? 

Mr.  Winter:  Object  to  that,  if  Your  Honor 
please.  The  witness  says  he  does  now  know  anything 
about  accounting;  he  just  [196]  knows  about  it  in 
a  vague  way. 

The  Court:     Answer. 

A.  It  was  explained  to  me  that  it  was  an  accrual 
system,  and  I  asked  enough  questions  to  find  out 
what  an  accrual  system  was.  My  ability  to  inter- 
pret the  details  of  bookkeeping  was  vague  but  my 
comprehension  of  the  principles,  I  believe,  was 
correct. 

Mr.  Bischoff :  Q.  Did  you  know  that  securities 
had  been  purchased  with  firm  funds  in  the  name 
of   your   father,   individually'? 

A.     I  was  well  aware  of  it. 

Q.    Were  you  informed  of  that  by  your  father? 

A.  I  was  informed  of  all  the  purchases  and 
sales  and  values  and  changes  in  capital  value. 

Q.  Did  you  know  what  was  being  done  with 
those  securities'? 

A.  I  knew  what  was  being  done  with  those  se- 
curities. 

Q.  Do  you  know  whether  they  were  being  used 
as  collateral  in  financing  the  operation? 

A.    Yes,  they  were. 
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Mr.  Winter:     I  submit  that  is  certainly  leading. 

Mr.  Bischoff:     I  will  withdraw  the  question. 

Q.  State,  if  you  know,  what  was  being  done 
with  the  securities. 

A.  I  know  what  was  being  done.  In  our  type  of 
business,  it  is  constantly  necessary  to  have  collat- 
eral to  use  for  bonding  and,  in  some  cases,  to  use 
this  collateral  in  the  bank  actually  to  meet  your 
payrolls.  Your  situation  may  well  be  one  in  which 
you  have  a  lot  of  assets  but  you  must  be  able  to 
turn  them  into  cash  [197]  to  use  to  carry  your  pay- 
rolls and  your  material  bills  until  such  time  as  the 
money  is  coming  back  in. 

Q.  You  were  aware,  during  the  years  1942  and 
1943,  that  your  partnership  interest  had  not  been 
reflected  on  the  books  of  the  company,  as  they 
were  being  kept  at  that  time? 

A.     No,  I  was  not  aware  of  that. 

Q.  Did  you  have  anj^thing  to  do  with  dictating 
the  manner  in  which  the  accounts  would  be  kept? 

A.  No.  The  only  thing  I  got  were  reports  and 
direct  answers  to  questions  which  I  asked  mth 
regard  to  the  financial  status  and  our  job  status 
and  material  status  and  the  contracts. 

Q.  Did  that  include  information  as  to  the 
amount  of  your  share  of  the  interest  in  the  busi- 
ness? 

A.  Yes,  I  knew  what  my  shares  were  but  I  did 
not  know  what  the  details  of  the  ])ooks  were.  I 
got  what  might  be  a  financial  statement  rather  than 
the  details  of  the  books. 
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Q.  You  are  familiar  with  the  operations  that 
went  on  under  Contract  No.  208,  the  Troutdale 
Aluminum  Plant?  A.     Yes,  I  am. 

Q.  The  books  of  the  company  disclose  that  in 
1942  there  was  $10,056.55  of  income  from  that 
contract  with  costs  in  that  year  of  $1,057,409.83, 
with  a  net  loss  for  that  year.  Are  you  familiar  with 
conditions  which  prevailed  on  that  job  and  which 
account  for  that  situation? 

A.  I  am  very  familiar  with  that  particular 
phase.   [198] 

Q.  Please  state,  if  you  can,  without  going  into 
too  much  detail,  what  produced  that  condition? 

A.  Well,  frequently  the  unit  cost  at  Troutdale 
of  the  concrete — we  had  a  definite  price  per  yard 
of  concrete,  unit  price  per  yard,  based  on  30,000 
yards  of  concrete  and,  consequently,  during  the 
year,  we  charged  for  our  overhead  and  our  ma- 
terials and  forms  and  so  forth  to  30,000  yards, 
which  w^as  what  we  had  been  given  to  believe  was 
the  amount  that  was  to  be  involved.  That  was 
already  twice  the  amount  we  had  figured,  but  we 
had  been  led  to  believe  there  would  be  30,000  yards, 
and  we  followed  the  unit  cost  as  we  proceeded  with 
the  job. 

Q.     That  is,  for  billing? 

A.  For  billing  and  also  for  our  own  analysis. 
Our  superintendent  and  myself  continuously  make 
analyses  as  to  how  our  unit  costs  are  doing,  and, 
that  was  in  1942,  hoih  Mr.  Petersen  and  myself 
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informed  Ross  Hammond  that  we  were  actually 
losing  money  on  the  Aluminum  Company  job  and 
would  lose  money  unless  we  ran  over  30,000  yards 
of  concrete,  and  it  was  after  I  left,  when  they 
finally  computed  the  books — but  I  remember  and 
distinctly  recall  at  that  time  the  analysis  was  that 
we  were  going  to  lose  money  on  the  job. 

Q.  That  was  due,  was  it  not,  to  the  necessity  of 
spending  all  the  money  in  preliminary  work  and 
the  furnishing  of  equipment? 

A.  It  is  not  onl}^  equipment  but  the  forms.  We 
built  forms  for  the  pot  room,  we  built  forms  for 
the  ore  bin,  and  then  these  [199]  lorms  were 
changed.  When  we  got  about  halfway  through  we 
realized  that  we  were  not  going  to  come  out  on  it. 
It  was  just  a  case  of  having  given  too  low  a  figure 
for  the  job  of  30,000  yards.  If  it  went  the  way  it 
was  supposed  to,  we  would  have  lost  money  on  the 
job. 

Q.  Did  you  ultimately  get  an  increased  amount, 
get  an  increase  in  the  amount  of  yardage? 

A.  Increased  yardage  was  gravy,  as  far  as  the 
forms  wTre  concerned  and  as  far  as  the  equipment 
was  concerned,  because  they  were  already  fab- 
ribated  and  had  just  been  charged  to  the  supposed 
30,000  yards  and,  as  I  say,  it  may  be  termed  gravy, 
when  it  went  beyond  the  original  idea. 

Q.  Would  you  say  whether  that  would  account 
for  the  profit  that  was  reported  in  1943,  reported 
in  1943  for  1942? 
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A.  Yes.  As  you  heard  me  state,  I  left  in  1942 
but,  on  my  last  analysis,  we  were  losing  money  on 
Jo):)  208.  It  was  after  I  was  again  in  the  service 
and  got  reports  from  Ross  B.  Hammond  that  I 
realized  that  we  were  doubling  the  job,  almost,  in 
quantity,  and,  therefore,  our  overhead  remained 
constant  and  Ave  were  going  to  come  out  of  that  all 
right  the  next  year. 

Mr.  Bischoff:     You  may  cross-examine. 

Cross-Examination 
By  Mr.  Winter : 

Q.  As  I  take  it,  you  went  to  work  for  your 
father  when  you  graduated  from  school  in  1940? 

A.  The  spring  of  1940.  I  had  worked  for  him 
X)rior  to  that. 

Q.     I  mean,  after  you  graduated  from  college  ? 

A.  Yes,  I  believe  so, — I  believe  it  was  January, 
1940. 

Q.  After  you  received  your  degree  in  Civil  En- 
gineering? A.     That  is  correct. 

Q.  What  was  your  work  with  your  father  dur- 
ing that  time,  that  year? 

A.     During  the  year  1940? 

Q.    Yes. 

A.  I  was  timekeeper  and  assistant  to  the  super- 
intendent for  the  Clark  County  Court  House. 

Q.  Who  was  superintendent  of  construction  of 
the  Clark  County  Court  House? 

A.     Mr.  Petersen  was. 

Q.  Mr.  Mason  was  also  associated  with  your 
father  at  that  time?  A.     Yes,  he  was. 
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Q.  What  was  your  work  in  that  connection? 
What  were  your  duties? 

A.  My  duties  were  keeping  track  of  the  time  on 
the  job,  the  materials  delivered  to  the  job,  assist- 
ing in  scheduling  of  deliveries,  and  assisting  in 
work  to  be  done  the  following  week  and  the  follow- 
ing month;  in  other  words,  i^rogress  layout. 

Q.     In  preparing  estimates,  too? 

A.  I  assisted  Mr.  Petersen  in  that,  at  the  end  of 
each  month. 

Q.     Was  that  the  only  job  you  worked  on  in  1940? 

A.  No.  I  believe  that  that  job  at  Milwaukie 
started  in  1940,  [201]  but  I  don't  know  definitely, 
but  I  think  it  was  a  defense  housing  project  at  that 
time.  We  were  not  at  war  and  that  is  why  I  am 
inclined  to  believe  that  started  in  1940. 

Q.  Was  that  Milwaukie  Housing  Project  a  cost- 
plus-fixed-fee  contract  or  a  lump-sum  contract,  or 
what  kind  of  a  contract  was  that? 

A.  I  am  quite  certain  that  was  a  lump-sum  con- 
tract. 

Q.  Are  you  familiar  with  the  provisions  of  the 
Government  with  respect  to  lump-sum  contracts? 

A.  Somewhat  familiar.  I  would  want  to  read  it 
at  any  time  that  I  was  going  into  it  again. 

Q.  Under  these  contracts,  that  type  of  contract, 
the  Government,  as  the  owner,  makes  partial  pay- 
ment as  the  work  progresses  upon  application  of 
the  contractor  and  certified  to  by  the  architect-engi- 
neer; payments  to  the  contractor  are  90  per  cent  of 
the  labor  and  materials  incorporated  in  the  work 
at  the  end  of  each  billing  period,  is  that  right? 

A.    I  don't  know.  You  read  it,  sir. 
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Q.  Is  that  a  usual  term  of  these  contracts'? 
Did  you  read  it? 

A.  I  don't  recall  it  as  a  usual  term  of  the  con- 
tract. It  is  a  standard  form  of  contract  but  I  don't 
recall  it  as  a  usual  term. 

Q.  In  other  words,  an  estimate  would  be  made 
at  the  end  of  the  month,  or  some  time  during  the 
month,  of  the  value  of  the  labor  and  materials  in- 
corporated in  the  work,  and  you  would  bill  them 
for  90  per  cent  of  that  amount,  would  you  not? 

A.  You  bill  them  for  all  of  that  and  then  the 
retained  percentage  is  retained  as  prescribed  in 
the  contract.  Those  things  are  specifically  covered 
in  the  individual  contract,  and  to  know  what  it  was 
on  that  particular  job  I  would  have  to  read  that 
particular  contract. 

I  believe,  as  I  have  already  stated,  that  we  col- 
lected for  materials,  as  I  remember,  ''suitably 
stored  on  the  site." 

Q.  How  do  you  account  for  the  fact  that,  in  con- 
nection with  the  Troutdale  Aluminum  Plant,  you 
only  accrued  $1,036,623.10  but  yet  had  a  cost  of 
$1,057,409.83?  How  do  you  account  for  that  if  you 
were  able  to  bill  for  all  of  the  materials  you  had 
purchased  and  which  had  accrued  on  the  job? 

A.  That  was  a  unit-cost  job  and  if  we  gave  a 
price  of 

Q.  I  am  talking  about  Troutdale.  Only  part  of 
it  was  a  unit-price  job,  was  it  not? 

A.  Well,  this  part  you  are  referring  to,  that  was 
a  unit  price,  so  many  dollars  per  cubic  yard  of 
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concrete,  and  it  cost  us  more  i)er  cubic  yard,  more 

per  unit,  than  we  could  bill. 

Q.  Would  you  say  you  had  any  materials  that 
were  not  taken  into  consideration  by  the  taking  of 
an  inventory  of  materials  on  hand,  or  cement,  or 
the  amount  of  work  which  you  could  not  bill  at  the 
end  of  the  year,  as  your  father  said? 

A.  There  was  no  definite  inventory  made,  no, 
but  we  billed  for  all  the  material  on  hand  that  we 
could  collect  for. 

Q.  You  accrued  all  the  material  which  you  had 
purchased  regardless  [203]  of  whether  it  was  in  the 
job,  delivered,  or  not? 

A.     I  don't  quite  follow  your  statement. 

Q.  Didn't  you  accrue  the  material  which  you 
ordered  on  the  job? 

A.  Not  unless  it  was  delivered  or  we  had  paid 
for  it.  If  it  was  in  our  office  as  an  invoice,  it  was 
accrued  because,  if  it  was  invoiced,  it  was  deliv- 
ered, but  not  if  it  had  been  ordered.  We  might 
order  something  and  it  would  be  two  months  before 
we  got  it. 

Q.  Were  all  the  billings  made  at  the  end  of 
the  month,  or  would  they  be  made  at  various  times 
during  the  construction  period? 

A.  In  most  cases,  our  billings  were  made  at  the 
end  of  the  month,  unless  it  was  on  a  specific  job 
and  then  it  might  have  been,  on  occasions,  submit- 
ted in  the  middle  of  the  month,  but  generally  it 
was  the  end  of  the  month  that  the  billings  were 
made,  in  all  of  our  operations. 
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Q.  When  you  were  making  your  estimates  to 
submit  to  the  engineer,  the  Government  engineer, 
the  owner's  engineer,  or  architect,  did  you  make 
any  record  of  the  materials  on  hand  or  any  esti- 
mate as  to  the  work  which  was  completed  for  which 
you  could  not  make  any  billing  at  the  end  of  the 
year  1942? 

A.  I  couldn't  say  exactly  at  the  end  of  the  year 
1942,  because  I  was  in  the  Army  at  that  time,  but 
it  was  not  our  practice  to  make  any  inventory.  It 
was  our  practice,  however,  to  bill  an  individual 
job  for  materials,  as  I  said,  suitably  stored  on  the 
site,  in  addition  to  those  incorporated  in  the  build- 
ing.  [204] 

Q.  That  is  to  say,  75  per  cent  of  the  materials 
stored  on  the  site  the  first  day  of  the  month,  as 
estimated  by  the  architect-engineer,  is  that  right? 

A.     Are  you  reading  from  another  contract? 

Q.     Yes. 

A.  In  that  contract,  it  may  ])e.  I  would  have  to 
check  the  specific  contracts  that  we  had  on  any 
one  job. 

Q.  Wasn't  that  a  general  provision  of  all  Gov- 
ernment contracts  on  lump-sum  jobs? 

A.  I  don't  know  whether  you  read  two  different 
paragraphs. 

Mr.  Bischoff:     Counsel's  question  is  confusing. 

The  Court:  Don't  interrupt.  I  don't  want  any 
interruption. 

Q.  (By  Mr.  Winter) :  You  never  billed  for  100 
per  cent  of  labor  and  materials,  either  stored  or  in 
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construction,  at  any  time  under  lump-sum  contract, 
did  you,  because  each  contract  provided  you  could 
not  bill  for  that,  isn't  that  right? 

A.  In  nearly  every  case,  you  billed  100  per  cent 
and  then  they  allow  you  whatever  retained  percent- 
age is  called  for. 

Q,     You  got  a  net  of  80  or  90  per  cent? 

A.  Whatever  the  contract  might  j^rovide,  de- 
pending upon  the  individual  contract. 

Q.  Do  you  know  whether  you  accrued  the  whole 
100  per  cent  on  your  books,  or  the  amount  which 
you  were  legally  authorized  to  bill  for? 

A.     I  do  not.  [205] 

Q.     You  don't  know  that,  do  you? 

A.     I  am  afraid  I  don't. 

Q.  No  inventory  was  made  of  materials  remain- 
ing at  the  end  of  the  year  as  to  work  which  was 
incorporated  in  the  building,  for  which  you  could 
not  make  any  billing? 

A.  Inventory  of  w^ork  incorporated  in  the  build- 
ing? 

Q.  No  appraisement  of  work  incorporated  in 
the  building  was  made  at  the  end  of  the  year? 

A.  No,  nothing  other  than  the  amount  we  billed 
for;  that  was  all  that  we  could  charge. 

Q.  In  the  construction  business  there  are  a  lot 
of  costs  in  connection  with  preparation,  getting 
equipment  and  all  that  sort  of  thing,  all  those  costs 
that  are  involved  in  the  construction  business? 

A.     Yes. 
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Q.  They  are  not  reflected  in  any  structure  that 
may  be  erected;  they  are  in  preparation? 

A.  Quite  frequently  they  are  reflected.  As  a 
matter  of  fact,  in  breaking  down  your  estimate,  you 
charge  those  things  which  are  necessary  for  prepa- 
ration into  your  earliest  stages  of  construction  and 
most  architects  and  most  engineers  recognize  them 
as  legitimate  costs  at  that  stage. 

Q.  Did  I  understand  you  had  charge  of  the  Mil- 
waukie  Housing  Project? 

A.  No,  sir.  I  was  engineer  of  the  Milwaukie 
Housing  Project.  [206] 

Q.  How  do  you  account  for  the  fact  that  you 
show  on  your  books  income  of  $7,634.09  and  a  profit 
of  $7,058.97,  practically  the  same  amount  of  profit 
that  you  had  income?  Did  you  make  100  per  cent 
profit  on  that  contract?  A.     What? 

Q.     In  1943? 

A.  As  a  matter  of  fact,  that  contract  was  a  hun- 
dred or  several  hundred  thousand  dollars  and  $7,000 
would  not  be  100  per  cent  profit,  so  I  don't  under- 
stand. 

Q.  You  reported  in  1943,  on  your  alleged  part- 
nership return,  that  you  had  an  income  for  that 
year  from  that  job  of  $7,634.09.  A.     Yes. 

Q.     And  that  you  had  total  costs  of  $7,058.97. 

A.     That  would  not  leave  100  per  cent  profit. 

Q.  I  mean,  a  profit  of  $7,058.97  and  costs  of 
$575.12. 

A.  I  know  the  issue  you  are  making  there,  sir, 
but  that  was  the  end  of  a  total  contract  which,  as 
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I  understand  it,  we  had  billed  up  to  that  time.  I 
assisted  in  preparing  the  original  estimate.  It  is 
general  practice  to  bill  everything  that  we  can  get 
in  a  lump-sum  contract.  If  the  architect  does  not 
allow  that,  we  have  no  way  to  show  it.  Our  costs 
are  not  determined  by  our  estimate.  Our  costs  are 
determined  by  what  we  pay,  and  the  amount  we  can 
collect  is  reflected  by  the  architect's  estimate. 

Q.  Your  costs  are  determined,  then,  by  the  full 
amount  of  materials  which  you  have  ordered, 
whether  on  the  job  or  not  or  [207]  whether  it  is 
there  at  the  end  of  the  year,  labor  costs  and  over- 
head  

A.     If  we  have  paid  them,  they  are. 

Q.  In  other  words,  the  costs  are  accrued,  but 
the  amount  of  income  is  not  all  accrued  at  the  end 
of  the  year,  is  that  right? 

A.     I  don't  follow  your  statement. 

Q.  You  accrued  costs  of  $575.12,  and  you  show 
a  profit  of  $7,058.97.  In  other  words,  you  have  a 
profit  of  over  $7,000  on  costs  of  $575.12. 

A.  To  the  best  of  my  knowledge  the  $7,000  per- 
tains to  the  total  contract  which  we  had  been  imable 
to  collect  because  we  had  been  unable  to  obtain  a 
certificate  for  that.  They  claimed  it  was  work  we 
had  not  done,  and  this  was  an  estimate  of  $7,000- 
odd  work  we  had  not  done,  according  to  them.  As  a 
matter  of  fact,  we  thought  we  had  complied  with  the 
contract  in  toto  but  they  said  they  would  hold  up 
an  amount  equal  to  $7,000,  so  we  did  the  work  and 
it  happened  that  the  costs  were  $500,  but  they  were 
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compelled  by  the  contract  to  pay  us  the  amount  of 

our  lump-sum  contract.   Is  that  a  clear  answer? 

Q.  In  other  words,  the  work  for  which  you  re- 
ceived $7,634.09  was  done  in  1942,  the  actual  con- 
strutcion  work?  A.     No,  it  had  not. 

Q.     What? 

A.  No,  it  had  not.  There  was  part  of  the  con- 
tract— For  instance,  a  lump-sum  contract  is  $100. 
It  does  not  matter  how  much  [208]  money  I  spend. 
I  might  have  to  spend  $150,000  or  I  might  have 
to  spend  $30,000,  but  they  have  to  pay  whatever 
the  contract  price  is.  They  took  exception,  and 
that  is  what  happened  in  that  case.  They  took  ex- 
ception that  we  had  not  completed  the  work  and 
we  believed  we  had. 

Q.  That  represented  the  retained  percentage  of 
contract  work  that  had  been  performed? 

A.  I  couldn't  tell  you  for  sure  whether  it  was 
a  retained  percentage  or  just  the  fact  that  the  archi- 
tect did  not  certify  it  because  he  thought  there  was 
$7,000  more  work  to  do.  We  didn't  think  there 
was  that  at  all. 

Q.  In  any  event,  was  that  a  lump-sum  con- 
tract? 

A.  I  believe  it  was.  I  would  have  to  check  the 
language  of  the  contract  to  be  positive. 

Q.  You  were  only  paid  on  those  kinds  of  con- 
tracts, that  type  of  contract,  90  per  cent  of  the  labor 
and  materials  incorporated  in  the  work,  and  75  per 
cent  of  materials  that  were  stored  on  the  job,  up 
until  the  completion  of  the  contract,  is  that  right? 
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A.  I  have  said  several  times  I  don't  know. 
There  are  different  contracts.  It  might  have  been 
90  and  75;  it  might  have  been  85  or  80 — it  depends 
on  the  particular  contract.  If  it  is  part  of  the  rec- 
ords, you  can  check  it. 

Q.  In  any  one  of  the  contracts  did  they  pay 
the  full  100  per  cent?  Were  you  entitled  to  bill 
for  the  full  100  per  cent  without  discount?  [209] 

A.  There  may  have  been  one  or  two  that  were 
100  per  cent.  It  is  not  common  to  have  a  100-per- 
cent payment. 

Q.  Most  of  your  contracts  were  with  the  Gov- 
ernment ?  A.    Yes. 

Q.     I  mean,  your  large  contracts? 

A.     Yes;  as  a  matter  of  fact,  they  were. 

Q.  All  Government  contracts,  however,  provide 
that  only  90  or  85  per  cent,  as  the  contract  may 
be,  would  be  paid  upon  an  estimate  being  sub- 
mitted ? 

A.     Normally  that  is  the  situation. 

Q.  You  think  possibly  you  may  have  been  work- 
ing on  the  Milwaukie  Housing  Project  during 
1940? 

A.  I  am  not  positive  of  dates.  That  is  seven 
years  ago. 

Q.  Did  you  start  to  work  on  the  Milwaukie 
Housing  Project  in  1942  after  you  got  back  from 
the  service? 

A.  No,  I  did  not.  When  I  got  back  from  the 
service,  January  30,  1942,  I  handled,  I  believe,  the 
tail  end  of  Milwaukie  as  assistant  general  super- 
intendent, not  directly  on  that  job. 
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Q.  Who  was  in  charge  of  that  job,  Petersen 
or  Mason? 

A.     I  believe  one  of  our  other  superintendents. 

Q.  For  the  year  1941,  when  you  worked,  you 
worked  for  a  salary  for  your  father,  did  you  not? 

A.     In  1941? 

Q.     Yes.  A.     Yes,  sir.  [210] 

Q.  And  he  paid  you  a  salary  of  $4,626.76  for 
your  services  during  that  year  up  until  the  time 
you  went  into  the  service,  is  that  right? 

A.     I  presume  the  figure  is  correct. 

Q.  Then,  again  in  1942,  when  you  came  back 
from  the  service,  you  were  put  on  a  salary  of 
$7,500  a  year,  were  you  not? 

A.  Yes.  Listen,  I  was  not.  I  was  put  on  a  draw- 
ing account  of  $7,500. 

Q.  Whether  you  call  it  a  drawing  account  or 
not,  that  w^as  the  amount  that  you  were  allowed  to 
withdraw  from  the  so-called  partnership? 

A.  That  is  right.  I  drew  it  monthly  in  the  same 
category  as  salary,  but  it  was  a  drawing  account 
and   distinctly  understood. 

Q.  Are  you  familiar  with  the  books  to  the  extent 
to  know  whether  or  not  there  was  any  capital 
account  set  up  on  the  books  for  yourself  as  a 
partner  ? 

A.  No,  I  am  not  familiar  with  it.  I  was  getting 
reports  as  to  my  standing. 

Q.     You  did?  A.     Yes,  I  did. 

Q.  When  did  you  get  your  report  as  to  your 
standing  ? 

A.  Well,  I  got  reports,  as  a  matter  of  fact,  when- 
ever I  asked  for  them,  but  I  got  one  at  the  end  of 
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the  year,  rather,  about  February,  as  to  what  the 

status  had  been  on  December  31st. 

Q.     December  31st,  1943?   [211] 

A.     Every  year. 

Q.  I  mean  1942.  We  are  talking  about  1942, 
now.  A.     I  got  a  statement. 

Q.     You  filed  an  income  tax 

Mr.  Bischoff:  Don't  you  want  an  answer  to 
that  question? 

Mr.  Winter:     I  thought  he  had  finished. 

A.  I  got  a  statement  of  where  I  stood  finan- 
cially every  year,  and  that  would  include  1942. 

Q.  When  you  filed  your  return  March  15,  1942, 
you  reported  your  partnership,  did  you? 

A.  Well,  I  don't  know.  I  am  like  Mr.  Ham- 
mond. I  relied  upon  the  bookkeeper  and  counsel 
to  prepare  what  I  should  submit  to  the  Govern- 
ment. 

Q.  You  are  a  college  graduate,  aren't  you,  Mr. 
Hammond?  A.     I  am. 

Q.  And  when  it  shows  in  line  1  "Salary  or 
other  compensation  for  personal  services,"  w^ouldn't 
you  consider  that  to  be  partnership  income? 

A.  If  I  prepared  my  own  personal  statement, 
personally,  I  would  spend  a  great  deal  of  time 
reading  it. 

Q.    You  signed  that  return,  didn't  you? 

A.     Yes,  I  did. 

Q.  You  were  interested  in  the  amount  of  taxes 
you  were  going  to  pay  or  going  to  be  required  to 
pay  Uncle  Sam?  A.    Yes,  I  was.   [212] 
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Q.  And  you  were  interested  in  making  a  cor- 
rect return?  A.     Yes. 

Q.     Weren't  you?  A.     Yes,  sir. 

Q.  If  you  were  not  making  a  salary  but  if  you 
were  receiving  it  as  partnership  income,  would  you 
be  interested  in  showing  it  as  partnership  income? 

A.  I  don't  know  how  to  answer  that  question 
without  adding  to  it  that  I  was  in  the  hands  of  what 
I  believed  was  good  counsel,  and  they  were  pre- 
paring the  returns  for  me  to  sign;  they  were  very 
familiar  with  our  books  and 

Q.  Did  you  intend  to  keep  this  partnership  a 
secret  even  from  the  Government? 

A.  I  don't  believe  that  we  thought  of  it  in  those 
terms  we  had  been  so  concerned  with  our  organi- 
zation and 

Q.  You  had  given  your  father,  February  3, 
1942,  a  power  of  attorney?  A.     Yes,  I  had. 

Q.  And  you  understood  he  was  going  to  run 
the  business  under  that  power  of  attorney? 

A.     No,  sir. 

Q.  Did  Mr.  Mason  or  Mr.  Petersen  know  you 
were  a  partner  February  3rd,  1942? 

A.     No,  they  did  not. 

Q.  What  did  they  consider  you,  as  still  a  son 
of  the  boss?  [213] 

A.  They  may  have.  I  was  much  more  concerned 
with  retaining  them. 

Q.  You  assumed  no  more  responsibility,  so  far 
as  they  were  concerned,  or  so  far  as  anyone  else 
was  concerned,  other  than  your  discussions  with 
your  father  after  February  3,  1942? 
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A.  Prior  to  the  partnership,  they  had  the  same 
relationship.  As  his  son  I  was  able  to  give  orders. 
I  did  not  go  around  doing  so,  but  I  had  the  au- 
thority to. 

Q.  Was  there  any  difference  between  your  re- 
lationship with  Petersen  and  Mason  after  Feb- 
ruary 3,  1942,  than  there  was  before? 

A.  There  was  considerable  difference  in  that 
prior  to  that  time  Mr.  Petersen  and  Mr.  Mason  had 
been  in  the  office,  and  at  the  time  we  made  this 
other  arrangement,  they  were  called  upon  to  be  out 
directly  on  their  jobs,  and  it  didn't  require  that  I 
have  the  same  relationship.  I  immediately  stepped 
into  the  office  from  which  they  had  been  removed 
and  I  became  general  superintendent  in  fact 

Q.  Did  they  understand  that  there  had  been  a 
change  in  your  relationship  with  your  father?  They 
didn't  know  that  there  had  been  any  change? 

A.     We  certainly  didn't  want  them  to  know  it. 

Q.  You  certainly  did  not  want  the  bank  to  know 
it,  either? 

A.  Well,  the  principal  reason  for  that  was  that 
then  Mr.  Mason  would  know  it. 

Q.  You  knew  the  contracts  were  being  taken  in 
your  father's  name,  [214]  individually? 

A.    Yes. 

Q.  And  you  knew  an  assumed  business  name 
certificate  was  filed  with  the  County  Recorder  in 
the  name  of  your  father,  individually,  as  the  owner 
of  the  business? 

A.    I  didn't  think  of  that  particular  subject. 
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Q.  As  a  matter  of  fact,  you  didn't  need  to  tell 
anyone  of  the  secret  arrangement  except  your  fa- 
ther and  your  mother? 

A.  We  have  said  that,  that  we  tried  to  keep  it 
secret. 

Q.  Who  were  present  when  Mason's  and  Peter- 
sen's agreements,  Exhibits  4  and  5,  were  executed? 

A.  I  believe  that  all  of  these  agreements  were 
executed  on  the  same  date  in  the  same  office,  and 
that  I  was  there,  probably.  It  might  have  been  I 
was  in  the  next  office  and  they  executed  them,  but 
I  saw  them  immediately  after  their  execution. 

Q.  Were  you  present  when  Mr.  Petersen  and 
Mr.  Mason  signed  their  agreements? 

A.     I  couldn't  swear  to  it. 

Q.  Were  they  present  when  you  signed  this  so- 
called  partnership  agreement? 

A.  I  am  quite  positive  they  were  not  present 
when  I  signed  mine  because  I  was  definitely  try- 
ing to 

Q.  Bid  you  give  them  to  understand  that  you 
also  were  on  a  profit-sharing  arrangement? 

A.  I  didn't  give  them  to  understand  anything. 
That  was  none  [215]  of  their  business. 

Q.     They  had  access  to  the  books  and  accounts? 

A.  T  know  that  they  had  access,  but  we  were 
not — we  had  tried  to  keep  the  partnership  out  of 
anything  that  they  had  access  to. 

Q.  If  you  changed  and  assumed  a  different  man- 
aging position  after  February  3,  1942,  that  at  least 
was  not  told  to  Petersen  and  Mason? 
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A.  Circumstances  were  such  that  their  condi- 
tions changed,  too.  Mr.  Mason,  for  example,  had 
been  general  superintendent  of  Ross  B.  Hammond 
Company,  and  at  this  time  he  was  not  even  acting 
as  that.  He  was  superintendent  of  a  very  large 
job.  He  had  changed  his  capacity  completely  which 
made  it  unnecessary  for  us  to  inform  him  of  any- 
thing. They  were  both  taken  out  of  the  office  which 
gave  me  a  chance  to  assume  duties  and  responsi- 
bilities of  a  partner  and  general  superintendent 
without  having  to  confer  with  or  advise  them,  and 
they  took  orders  from  the  office  which  I  represented 
without  having  to  tell  them  that. 

Q.  When  you  filed  your  return  March  15,  1943, 
a  year  and  three  months  after  the  original  part- 
nership, you  show  on  your  return  as  salary  $7,945.01 
salary. 

A.  I  don't  know.  In  1943  I  was  in  the  Army 
and  I  signed  these  papers  which  our  counsel  had 
prepared  and  which  our  bookkeeper  had  prepared 
and,  frankly,  sir,  I  didn't  go  into  detail. 

Q.  Mr.  Jacob  knew  you  were  a  so-called  part- 
ner, didn't  he? 

A.  As  a  matter  of  fact,  I  don't  think  Mr.  Jacob 
himself  prepared  it.  I  knew  that  he  personally 
knew  it,  but  his  office  did  not,  [216]  nor  did  our 
bookkeeper.  I  had  personally  thought  she  prob- 
ably did,  but  I  realized  she  did  not  know,  and  I 
know  that  his  office  did  not  know  it.  The  book- 
keeper prepared  the  statement,  as  a  matter  of  fact. 

Q.  On  May  15,  1944,  or  two  years  and  five 
months  later,  you  filed  an  amended  return,  is  that 
right?  A.    That,  I  believe,  is  correct. 


258  J.  W.  Moloney  vs. 

(Testimony  of  William  A.  Hammond.) 

Q.  That  return  is  subscribed  and  sworn  to  be- 
fore Mr.  Jacob,  your  counsel? 

A.  Yes.  I  believe  Mr.  Jacob  advised  me  that  I 
had  made  a  mistake  and  that  he  wanted  to  cor- 
rect it. 

Q.  That  was  the  first  time  you  included  any  of 
this  alleged  partnership  income  in  your  return? 

A.  That  was  the  first  time  I  realized  that  it  had 
not  been  previously  correct. 

Q.  As  a  matter  of  fact,  you  know  that  a  per- 
centage of  the  profit  had  been  charged  on  the  books, 
that  is,  yours,  Mason's  and  Petersen's,  had  been 
charged  to  Contract  208?  Did  you  know  this  to  be 
a  fact,  that  Job  208  was  charged  with  some  $47,000 
as  overhead  expenses  or  salaries,  $47,254.08,  that  is, 
the  Troutdale  job?   Did  you  know  that? 

A.  I  don't  know  it  to  be  a  fact  but  I  would 
presume  it  is  correct  since  Mr.  Petersen  spent  his 
entire  time  on  the  job. 

Q.  Was  it  your  practice  to  charge  the  salaries 
of  superintendents  such  as  yourself,  Mr.  Petersen 
and  Mr.  Mason,  to  the  job  on  which  [217]  you  were 
working  at  that  time? 

A.  That  was  quite  the  normal  practice.  When 
we  were  directly  superintendents,  that  bore  the 
cost  of  that  job  and  when  we  were  general,  we  were 
spread  over  several  jobs. 

Q.     On  the  Guilds  Lake  job  in  1942,  $53,307.66? 

A.     That  is  very  proper. 

Q.  It  was  your  practice  to  so  charge  the  over- 
head? 
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A.  Our  practice  was  to  charge  all  costs  of  su- 
pervision to  a  job,  because  that  is  what  it  was.  It 
cost  us  that  much  to  complete. 

Q.     How  about  Job  211? 

A.     Which  job  is  that,  sir? 

Q.  University  Homes,  that  housing  project,  a 
cost-plus  job. 

A.  That  was  Mr.  Mason's.  He  was  superintend- 
ing it  and  he  had  practically  a  separate  office  of 
his  own. 

Q.  He  was  general  superintendent  of  that  i)ar- 
ticular  job? 

A.  That  particular  job  was  big  enough  to  be  a 
business  by  itself,  sir,  for  a  period  of  120  days 
or  so. 

Q.    Were  you  in  charge  of  the  Guilds  Lake  job? 

A.     Yes,  Guilds  Lake. 

Q.     During  all  of  1942? 

A.     I  left  in  1942,  in  October. 

Q.     Until   October?  A.    Yes. 

Q.  Who  was  in  charge  of  the  Troutdale  Alumi- 
num Plant  job? 

A.  Mr.  Petersen  was  directly  the  superintend- 
ent, and  that  particular  [218]  job  came  under  the 
supervision  of  the  main  office,  contrary  to  Uni- 
versity Homes  which  did  not.  In  fact,  practically 
nothing  was  submitted  to  the  main  office  on  Uni- 
versity Homes.  We  tried  to  keep  it  separate.  We 
set  up  a  separate  payroll  account.  Troutdale  was 
under  the  supervision  of  A.  V.  Petersen;  100  per 
cent  of  his  time  was  spent  there,  and  then  it  was 
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also   under   my   general   care   and   Ross   B.   Ham- 
mond's general  care. 

Q.  I  don't  believe  you  stated,  Mr.  Hammond, 
when  you  were  married.  You  say  it  was  about  six 
years  ago.  Do  you  recall  when  you  were  mar- 
ried, the  date? 

A.     February  21,  1941. 

Q.  I  take  it  you  were  drafted  in  December, 
1941? 

A.     No,  sir,  I  never  was  drafted. 

Q.     Well,  you  were  called  in  the  Reserves? 

A.  Yes,  I  had  been  a  Reserve  Officer  for  some 
time,  and  I  received  telegraphic  orders  to  report 
to  Fort  Lewis  for  duty  with  the  Artillery.  I  was 
there  from  the  26th  of  December,  1941,  the  first 
time  to  the  20th  of  January,  1942. 

Q.     Then  you  returned  to  Portland  at  that  time  ? 

A.  Yes,  sir,  I  was  ordered  to  return  to  Port- 
land by  the  20th.   I  got  back,  I  think,  on  the  19th. 

Q.     Ordered  to  return  to  Portland? 

A.     In  the  Army  they  issue  orders. 

Q.     That  is,  they  released  you  from  the  service? 

A.  As  a  Reserve  Officer,  you  are  always  in  the 
service.  You  [219]  are  just  subject  to  orders  to 
report  to  active  or  inactive  duty. 

Q.  Did  you  expect  to  later  be  called  to  the 
service  ? 

A.  Quite  frankly,  I  didn't  know.  I  didn't  really 
expect  to,  because  I  had  fought  pretty  hard  to 
get  in  and  stay  in  the  first  time.  However,  I  was 
ready  to  go  at  any  time  for  any  type  of  training 
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they  might  want.    I  had  had  nine  years'  training 

in  military  service. 

Q.  Then  you  were  not  called  again  until  Octo- 
ber of  1942? 

A.  I  was  not  called  in  October,  1942.  I  asked 
for  a  physical,  but  I  think  it  was  October  1st.  I 
stalled  the  physical  for  ten  days  because  I  had  a 
hunch  it  would  mean  I  was  going  in  and  I  wanted 
time  to  clear  up  my  matters.  Then  I  took  my  phys- 
ical and  I  was  correct — I  think  three  days  after 
I  had  taken  my  physical  and  I  had  signed  another 
waiver,  waiving  any  rights  to  collection  because  of 
my  physical  defect,  then  they  gave  me  three  days 
to  get  in.  I  mean,  they  gave  me  three  days  to 
report  to  Santa  Ana,  California,  on  October  12th. 

Q.  The  only  explanation  you  can  make  of  the 
reason  you  did  not  include  your  partnership  in- 
come in  your  return  for  1942  is  that  somebody  else 
made  the  return  and  you  did  not  know  about  it? 

A.  I  would  say  that  I  had  every  confidence  in 
the  world  in  the  people  who  were  making  the  re- 
turns for  us.  They  had  been  doing  it  for  quite  a 
number  of  years  and,  rather  than  to  take  a  lot  of 
my  time  to  try  to  figure  out  that  Government  stuff, 
I  certainly  w^ould  expect  them  to  have  prepared  it 
correctly.  [220] 

Q.  Did  you  actually  believe  you  only  had  an  in- 
come of  $7,944  in  that  year  when  you  filed  the  re- 
turn and  that  you  only  had  a  tax  of  $1,474  ? 

A.  As  a  matter  of  fact,  I  probably  did  not  give 
it  much  thought.    I  presumed  it  to  be  correct  and 
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just  signed  it,  and  also  signed  the  check  that  they 

had  ready  for  me  to  pay  it  with. 

Q.  Do  you  mean  to  tell  the  Court  you  presumed 
the  return  to  be  correct,  when  you  had  actually 
$45,000  income— $44,629,  when  you  read  that  re- 
turn, Mr.  Hammond? 

A.  I  don't  remember  reading  that  return,  to  tell 
you  the  truth. 

Q.  You  knew  how  much  taxes  you  would  have  to 
pay,  didn't  you? 

A.  If  I  had  known  that  it  was  wrong,  I  would 
not  have  signed  it. 

Q.     You  are  a  college  graduate? 

A.     Yes,  I  am. 

Q.  You  were  twenty-four  years  old  or  about 
twenty-four  years  old? 

A.     At  that  time,  yes. 

Q.     And  a  graduate  engineer?  A.     Yes. 

Q.  You  were  claiming  to  be  a  member  of  this 
partnership  handling  millions  of  dollars  in  con- 
tracts? A.     Yes,  sir. 

Q.  Do  you  mean  to  tell  this  Court  you  did  not 
know  you  had  a  tax  liability  of  more  than  $1,400 
on  an  income  of  $7,945,  [221]  Mr.  Hammond? 

A.  Mr.  Winter,  we  were  handling  so  many  pa- 
pers and  so  much  money  at  that  time  I  might  not 
even  have  knowTi  when — known  what  I  was  sign- 
ing, otlier  than  to  know  that  it  was  prepared  and 
given  to  me  by  people  who  should  know  what  they 
were  doing. 

Q.    You  are  familiar  with  the  jurat? 

A.     Yes,  I  am,  sir. 
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Q.  You  declare,  under  pains  of  perjury,  that 
the  return  includes  all  your  income,  don't  you? 

A.    Yes. 

Q.  And  yet  you  tell  us  that  you  had  been  ad- 
vised you  had  i)artnership  profits  of  $44,000? 

A.     Yes. 

Q.     That  is  the  only  explanation  you  can  give  us? 

A.  You  are  putting  these  figures  in  my  mouth. 
I  presume  if  they  come  out  of  the  record  they  are 
correct. 

Q.     Just  take  a  look  at  your  return. 

A.     This  is  an  amended  return. 

Q.  There  is  the  original  return  and  the  amended 
return.   That  is  your  signature,  isn't  it? 

A.     Yes,  both  of  them  are  my  signature. 

Q.     AVhere  were  you  when  you  signed  it? 

A.  Well,  I  will  have  to  see  when  I  signed  it, 
sir.  I  believe  this  was  m  the  Army,  the  first  one, 
March  15,  1943;  I  would  have  been  at  probably 
Williams  Field,  Arizona,  and  the  other  date  is  [222] 
5/15/44 — I  believe  I  was  home  on  leave  at  that  time. 
I  probably  flew^  home  because  my  mother  was  sick. 
I  don't  know  which  it  was,  but  I  was  back  in  Port- 
land for  a  matter  of  two  days  and  then  back  on 
down  to  the  Army. 

Q.     These  are  your  returns  and  your  signatures? 

A.     Yes. 

Q.  You  swore  to  them  as  being  correct  at  the 
time  you  filed  them?  A.     Yes,  sir. 

Q.  Do  you  have  any  other  explanation  as  to  the 
reason  why? 
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A.  The  explanation,  sir,  is  that  when  they  are 
prepared  by  adequate  help  and  intelligent  help  that 
you  need — If  there  was  a  mistake,  as  I  understand 
there  was  in  this  case — and  Mr.  Jacobs  corrected 
it — we  did  everything  in  our  power  to  correct  the 
mistake  we  had  made.  We  have  always  done  that. 

Q.  You  told  us,  Mr.  Hammond,  that  you  were 
advised  constantly  of  your  partnership  profits  in 
this  matter. 

A.  But  I  didn't  read  every  matter  of  detail  in- 
cluded in  the  income  tax  returns.  It  takes  our 
bookkeeper  literally  months  to  make  them  up.  I 
certainly  cannot  digest  them  or  even  miderstand 
them  unless  I  spend  equivalent  time  doing  it. 

Q.  When  all  of  your  income  is  from  salary  or 
from  the  partnership,  and  you  have  been  furnished 
with  the  figures,  you  mean  to  teU  us  you  cannot  un- 
derstand how  they  put  down  that  amount  of  salary 
or  partnership  return?  [223] 

A.  I  am  not  meaning  to  say  that  at  all.  I  could, 
but  it  takes  time  and,  as  far  as  I  am  concerned, 
my  time  is  valuable,  and  we  have  excellent  help 
to  do  it. 

Q.  How  did  you  receive  the  information?  How 
did  you  receive  the  information  as  to  your  partner- 
ship profits? 

A.  Those  were  strictly  in  discussions  with  Ross 
B.  Hammond. 

Q.     Over  the  telephone? 

A.  Not  necessarily;  sometimes  over  the  phone 
and  sometimes  when  we  were  visitiug. 
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Q.  Have  you  any  record  of  the  partners  ever 
having  submitted  any  partnership  records  showing 
the  income  to  which  you  were  entitled? 

A.  As  a  matter  of  fact,  I  may  or  may  not  have. 
If  I  do,  it  may  be  in  my  personal  files,  but  I  have 
never  been  concerned  about  it,  Mr.  Winter. 

Q.  All  your  work  in  construction  has  been  under 
the  direct  supervision,  control  and  direction  of 
your  father,  hasn't  it? 

A.  No,  Mr.  Winter,  that  is  not  correct.  We  are 
partners,  and,  technically,  I  may  tell  him  we  are 
not  going  to  do  something  or  I  may  go  out  and  do 
something,  but  he  is  my  father  and  I  have  a  great 
deal  of  respect  for  his  opinion  and,  therefore,  we 
are  probably  mostly  guided  by  him. 

Q.  As  a  matter  of  fact,  as  your  father  testified, 
when  you  bid  on  a  contract,  he  calls  in  you  and 
Mason  and  Petersen  and  the  four  of  you  consult? 

A.  That  is  right.  We  consult  quite  frequently 
in  our  business. 

Q.  Do  you,  as  a  matter  of  fact,  however,  exer- 
cise any  more  control  or  jurisdiction  on  any  con- 
tract to  which  you  are  assigned  than  Mr.  Petersen 
or  Mr.  Mason?  A.     Technically,  I  do. 

Q.  Or  do  you  exercise  any  less  control?  Did 
you  answer?  A.     Yes,  I  do. 

Q.     Over  Mr.  Petersen  and  Mr.  Mason? 

A.     Yes,  I  do. 

Q.  Any  more  than  you  did  before  you  were  a 
so-called  alleged  partner?  A.    Yes. 

Q.     Give  us  one  example.  ; 
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A.  The  fact  that  I  had  sent  Mr.  Petersen  out 
to  get  things,  the  fact  that  I  allowed  him  to  go 
and  get  things,  does  not  mean  I  did  not  exercise  it. 
I  exercised  it,  but  I  did  not  come  out  and  give  him 
an  order.  I  didn't  have  to.  Just  exactly  as  a 
Lieutenant  in  the  Army,  you  don't  always  have  to 
order  a  Sergeant.  You  can  ask  him  to  do  something 
and  he  does  it  and  you  are  exercising  your  control. 

Q.  You  say  you  had  considerable  control  because 
you  were  your  father's  son.  I  think  that  was  your 
statement.  A.     I  probably  did. 

Q.  You  are  the  only  son?  Your  father  has  no 
other  children?  A.     That  is  right,  sir.   [225] 

Mr.  AVinter:     I  think  that  will  be  all. 

Mr.  Bischoff:     That  will  ])e  all,  Mr.  Hammond. 
(Witness  excused.)   [226] 

ROSALIE  NOVAK 

was  thereupon  i^roduced  as  a  witness  on  behalf  of 
the  plaintiff  and,  being  first  duly  sworn,  was  exam- 
ined and  testified  as  follows: 

Direct  Examination 
By  Mr.  Bischoff: 

Q.     Your  name  is  Rosalie  Novak? 

A.     Yes. 

Q.     Where  do  you  live,  Miss  Novak? 

A.     Portland,  Oregon. 

Q.     How  long  have  you  lived  here? 

A.     Since   1946. 

Q.     Since  1946? 

A.     Yes.  Wait  a  minute.  1936.  I  am  sorry.  1936. 

Q.     What  is  your  occupation? 
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A.  I  am  office  manager  and  head  bookkeeper 
and  what  have  you  for  Ross  B.  Hammond  Com- 
pany. 

Q.  When  did  you  enter  the  employ  of  Ross  B. 
Hammond  Company? 

A.     The  first  of  February,  1942. 

Q.     What  was  your  occuiDation  before  that? 

A.  Just  immediately  preceding,  I  was  doing 
cashiering  work  for  a  clothing  manufacturer, 

Q.     How  long  had  you  been  doing  that? 

A.     I  believe  eleven  months. 

Q.     What  was  your  occui^ation  prior  to  that? 

A.  I  was  doing  all  the  bookkeeping  and  secre- 
tarial work  for  an  [227]  oil  burner  manufacturing 
company. 

Q.     What  company  was  that? 

A.     The   Duplex   Manufacturing   Company. 

Q.  You  were  in  the  employ  of  Robert  T.  Jacob 
for  a  while? 

A.  I  was,  from  the  time  I  first  started  working 
up  until  the  time  I  went  with  the  Duplex  Manu- 
facturing Company. 

Q.  Do  you  remember  the  date  when  you 
entered  Mr.  Jacob's  employ? 

A.     August  3,  1937. 

Q.     When  did  you  leave  his  employ? 

A.  1940,  I  believe,  May.  That  would  be  twenty 
months  before  I  started  with  Ross  B.  Hammond 
Company. 

Q.  What  training  have  you  had  in  bookkeeping 
and  accounting? 
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A.  I  took  everything  in  the  business  course  that 
I  could  in  high  school  and  I  had  a  secretarial  busi- 
ness course  in  a  business  college. 

Q.     Here  in  Portland? 

A.     Yes,  in  Portland. 

Q.  When  you  entered  the  employ  of  Ross  B. 
Hammond  Company,  was  that  in  the  capacity  of 
head  bookkeeper?  Were  you  placed  in  charge? 

A.     Yes. 

Q.  There  was  nobody  over  you  in  that  organiza- 
tion? A.     No,  not  in  the  way  of  office  help. 

Q.  From  the  time  you  entered  the  employ  of 
Ross  B.  Hammond  Company,  will  you  state  what 
your  major  duties  were?  [228] 

A.  Well,  I  supervised  everything  in  general 
and  kept  Mr.  Hammond's  personal  books  and  the 
company  books,  I  supervised  completely,  although 
a  part  of  the  time  I  kept  them  myself  and  part 
of  the  time  there  was  somebody  else  doing  that. 

Q.     Did  you  have  authority  to  sign  checks? 

A.  I  had  authority  to  sign  payroll  checks  alone 
and  I  had  authority  to  sign  all — I  was  the  only 
one  authorized  to  sign  checks  with  someone  else 
except  Mr.  Hammond.  Mr.  Hammond  could  sign 
them  alone,  although  I  usually  always  signed  them 
also. 

Q.  Miss  Novak,  I  show  you  Plaintiff's  Exhibit 
3  and  ask  you  if  your  name  appears  upon  that 
document  ? 

A.     Yes.  I  acknowledged  the  signatures. 

Q.     You  were  also  a  Notary  Public,  at  that  time? 

A.     I  was  a  Notary  Public,  yes. 
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Q.  How  long  after  you  entered  the  employ  of 
Ross  B.  Hammond  Company  did  you  take  the 
acknowledgment   on  that  paper? 

A.  I  believe  it  was  the  next  day.  It  was  just 
after  I  came  there. 

Q.  When  you  acknowledged  the  signatures  on 
that  paper,  were  you  told  the  contents  of  that 
paper?  A.     No,  I  was  not. 

Q.  Did  you  read  it  to  learn  what  the  contents 
were  ?  A.     No. 

Mr.  Winter:  We  object  to  leading  questions,  if 
your  Honor  please.  [229] 

The  Court:     Answer  the  question. 

A.     No,  I  didn't  read  it. 

Mr.  Bischoff:  Q.  Were  you  told  by  anyone 
that  the  document  was  a  partnership  agreement? 

A.  I  was  not.  All  I  was  asked  to  do  was  to 
acknowledge  these  signatures. 

Q.    And  that  is  what  you  did? 

A.     And  that  is  what  I  did. 

Q.  Were  you  told  to  make  any  entries  in  the 
books  of  the  company  with  respect  to  any  partner- 
ship arrangement  between  Ross  B.  Hammond  and 
his  son,  William  A.  Hammond? 

A.     No,  I  was  not. 

Q.  At  any  time  duing  the  year  1942  were  you 
aware  of  the  existence  of  any  partnership  between 
Ross  B.  Haimnond  and  his  son,  William  A.  Ham- 
mond? A.     No,  I  was  not. 

Q.  When  did  you  first  become  aware  of  the 
existence  of  a  partnership  between  Mr.  Hammond 
and  his  son? 
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A.  Well,  it  was  either  the  latter  part  of  1943 
or  the  early  part  of  1944,  before  the  1943  returns 
were  filed,  made  and  filed. 

Q.  That  was  in  the  course  of  the  preparation 
of  the  income  tax  return  for  the  year  1943? 

A.  At  the  end  of  the  year  and  w^hen  the  returns 
were  being  worked  up. 

Q.  How  did  the  information  come  to  you?  How 
did  you  become  aware  [230]  that  there  was  a  par- 
nershii^  in  existence  at  that  time? 

A.  Well,  I  believe  Mr.  Hammond  and  Mr.  Jacob 
were  discussing  it,  and  that  was  when  it  came  to 
my  attention  and  I  was  told  about  it. 

Q.  Did  you  prepare  the  income  tax  return  for 
Mr.  Ross  B.  Hammond  for  the  year  1942? 

A.     Yes,  sir,  I  did. 

Q.  At  that  time  did  you  know  that  there  was 
a  partnership  in  existence? 

A.     At  the  end  of  1942,  no. 

Q.  I  show  you  the  income  tax  return  for  the 
year  1942  of  Ross  B.  Hammond,  a  part  of  Plain- 
tiif 's  Exhibit  No.  6.  Will  you  please  look  at  it  and 
state  who  prepared  that  return? 

A.     Yes,  I  did. 

Q.     Upon  what  basis  did  you  prepare  it? 

A.     I  followed  procedures  in  previous  years. 

Q.  At  the  time  you  prepared  that  return,  did 
you  know  that  there  was  a  partnership  in  exist- 
ence? A.     No,  I  did  not. 

Mr.  Winter:  She  has  both  the  1942  returns,  the 
original  and  amended. 
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A.  No,  I  have  just  one.  There  is  just  one  here. 
1942,  Ross  B.  Hommand. 

Mr.  Bischoff:  I  show  you  the  return  for  1943 
for  Ross  B.  Haniniond  and  ask  you  whether  you 
prepared  that  return?  [231] 

A.     Yes,  sir,  I  did. 

Q.  Was  that  submitted  to  Mr.  Jacob  for  ap- 
proval ? 

A.     Yes,  and  he  has  signed  this  one. 

Q.  Was  it  in  the  course  of  the  preparation  of 
that  return  that  the  partnership  was  disclosed? 

A.  The  preparation  and  events  leading  up  to 
the  preparation,  yes. 

Q.  What  was  said  with  respect  to  the  1942  re- 
turn at  that  time,  and  when  you  were  informed  of 
the  partnership  ? 

A.  Well,  it  was  realized  they  were  made  incor- 
rectly and  that  they  should  be  amended. 

Q.     Was  an  amendment  made  at  that  time? 

A.  They  were  amended  and  they  were  filed  at 
the  same  time  as  the  1943  returns,  and  we  had  got- 
ten an  extension,  I  believe. 

Q.  At  the  time  of  the  preparation  of  the  1943 
returns,  was  the  partnershii^  interest  of  William 
A.  Hammond  reflected? 

A.  When  the  return  was  made  for  1943,  I  am 
sure  it  was  divided  on  a  75-25  per  cent  basis. 

Q.  In  connection  with  the  preparation  of  the 
1943  returns,  were  partnership  returns  prepared 
for  the  years  1942  and  1943?  A.    Yes. 
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Q.  I  show  you  these  two  returns  and  ask  you 
if  those  are  the  returns  prepared  for  the  partner- 
ship at  that  time? 

A.     Yes,  these  are  the  returns. 

Q.     Did  you  prepare  those?  A.     Yes.  [232] 

Q.  In  those  returns  did  you  reflect  the  respec- 
tive interests  of  Ross  B.  Hammond  and  William 
A.  Hammond? 

A.  Yes.  Took  for  Ross  B.  Hammond,  75,  and 
William  A.  Hammond,  25  per  cent  division. 

Q.  When  you  came  to  work  at  the  Ross  B.  Ham- 
mond Company  in  February,  1942,  upon  what  basis 
were  the  accounts  kept,  as  you  found  them? 

A.  Do  you  mean  upon  the  accrual  basis?  Is 
that  what  you  mean? 

Q.  I  want  to  know  whether  they  were  kept  on 
a  cash  or  accrual  basis? 

A.  On  an  accrual  basis,  both  personal  and  the 
company,  and  of  course  they  were  all  the  same. 

Q.  Did  you  make  any  change  in  the  method  of 
keeping  accounts  after  you  took  charge  of  the  book- 
keeping? A.     No,  I  didn't. 

Q.  Were  those  accounts  kept  in  the  same  way 
consistently  during  the  time  you  were  there? 

A.  Yes,  to  the  best  of  my  knowledge  they  were 
kept  exactly  the  same  way. 

Mr.  Bischoff:  Your  Honor,  we  have  some  very 
bulky  exhibits  I  want  to  call  her  attention  to.  May 
I  just  refer  to  them  first  here  at  the  table? 

Q.  Miss  Novak,  I  call  your  attention  to  these 
two  large  books  [233]  which  have  been  marked 
Plaintiff's  Exhibits  No.  23-A  and  No.  23-B.  I  wiU 
ask  you  to  state  what  those  two  books  are. 
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A.  Those  are  the  journals  of  Ross  B.  Hammond 
Company. 

Q.     What  period  of  time  do  they  cover? 

A.  I  am  not  real  sure,  but  I  believe  they  start 
with  about  1938  and  they  must  run  through  to 
about  1944. 

Q.  Would  you  please  take  a  look  at  them  so 
you  can  state  to  the  Court  accurately  as  to  the  pe- 
riod of  time  they  cover. 

The  Court:  We  will  recess  now  until  half-past 
one. 

(Thereupon   a   recess  was  taken  until   1:30 
o'clock  p.m.) 

Court  reconvened  at  1:30  o'clock  p.m.,  Wednes- 
day, January  14,  1948. 

Direct  Examination — (Continued) 
By  Mr.  Bischoff : 

Q.  Miss  Novak,  you  have  examined  these  two 
journals.  Plaintiff's  Exhibits  23-A  and  23-B.  Can 
you  now  tell  us  the  period  of  time  these  cover? 

A.  From  through  the  year  1930  and  through 
the  end  of  1944. 

Q.     From  1932-1944,  inclusive?  A.     Yes. 

Q.  Do  those  journals  contain  entries  of  the  op- 
erations of  the  business  during  that  period  of 
time? 

A.     Yes,  they  do.   They  are  complete.  [234] 

Q.  Did  you,  during  the  period  of  time  you  were 
employed  by  the  firm,  make  the  entries  in  those 
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journals,  or  were  they  made  under  your  direction^ 

A.  They  were  made  under  my  direction  and  su- 
pervision, although  I  may  have  made  a  number  of 
them  myself,  a  part  of  them. 

Q.  I  call  your  attention  to  this  book  marked 
Plaintiff's  Exhibit  No.  24  and  will  ask  you  to  state 
what  that  book  isf 

A.  This  is  the  trial  balance  book  from  1923, 
which  was  not  Ross  B.  Hammond,  I  don't  believe, 
through  the  current  time,  1947. 

Q.     Right  down  to  date?  A.     Yes. 

Q.  Does  it  contain  the  trial  balances  for  the 
years  beginning  January  1,  1939,  to  and  includ- 
ing the  year  1944?  A.    Yes,  it  does. 

Mr.  Winter:  That  is  Exhibit  No.  24,  Mr. 
Bischoff? 

Mr.  Bischofe:     Yes. 

A.     24. 

Q.  Will  you  state  what  pages  that  trial  bal- 
ance include  the  years  beginning  January  1,  1939, 
down  to  the  end  of  1944? 

A.  Well,  1939  begins  on  page  54  and  December, 
1944,  ends  on  page  81. 

Q.  The  entries  in  those  trial  balances  for  the 
period  of  time  that  you  were  in  the  employ  of  the 
Company,  are  those  in  your  handwriting  ? 

A.     No,  I  don't  believe  so.  [235] 

Q.     Were  they  made  under  your  supervision? 

A.     Under  my  supervision,  yes. 

Q.     And  at  your  direction? 
-    A.     That  is  right. 
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Q.  Where  was  the  information  taken  for  the 
entries  in  this  trial  balance,  from  what  source? 

A.     From  the  balances  on  the  ledger. 

Q.  The  trial  balance  entries,  do  they  reflect 
merely  the  amounts  of  the  various  accounts  as  en- 
tered at  the  end  of  the  year,  or  are  the  entries  made 
there  for  shorter  periods? 

A.  It  is  a  monthly  trial  balance,  and  then  the 
balance  sheet  or  trial  balance  at  the  end  of  the  year. 

Q.  Are  you  familiar  with  what  is  known  as  the 
accrual  method  of  accounting?  A.     Yes. 

Q.  Does  this  trial  balance  book  show  what  ac- 
counts were  carried  on  the  books  of  the  company? 

A.  The  headings  show  all  the  accounts  that  we 
have  on  the  books  of  the  company. 

Q.  Will  you  read  off,  in  any  one  year,  the  head- 
ings of  the  various  accounts  that  were  carried? 

A.     All  of  them? 

Q.     Yes,  in  any  one  year. 

A.  The  various  bank  accounts,  the  accounts  re- 
ceivable, deposits,  petty  cash,  retained  percentages 
on  the  various  jobs [236] 

Mr.  Winter:  Retained  percentages  on  the  vari- 
ous contracts? 

A.  Yes.  prepaid  expense,  equipment,  auto- 
mobiles, machinery  and  equipment,  office  furniture, 
accrued  payroll,  accounts  payable,  accrued  inter- 
est, accrued  taxes,  notes  payable,  bonuses  payable 
in  one  year,  reserve  for  depreciation;  social  secu- 
rity deductions,  state  industrial  accident  deductions, 
capital  account,  interest,  income,  miscellaneous  in- 
come, various  overhead  expenses. 
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Q.  Have  you  read  all  the  account  headings  that 
were  carried  in  the  books  of  the  company? 

A.  I  did  not  read  each  one  separately.  I  grouped 
a  part  of  them. 

Q.  Was  the  same  list  of  accounts  carried  in  each 
of  the  years  from  1939  down  to  and  including  1940  ? 

A.     Yes. 

Q.     1944,  I  should  say?  A.     Yes. 

Q.  They  may  have  had  to  do  with  a  different  job 
or  something,  but  they  are  substantially  the  same, 
the  headings  were  the  same?  A.    Yes. 

Mr.  Winter:  Is  there  any  reason  for  excluding 
1938? 

Mr.  Bischoff:  I  am  doing  the  examining  and  I 
am  seeking  certain  information,  Mr.  Winter.  If 
there  is  additional  information,  you  are  welcome 
to  have  it.    She  is  here  and  the  books  are  here. 

Q.  From  the  list  of  accounts  that  you  have  read 
off  and  as  they  [237]  were  maintained  on  the  books, 
are  you  able  to  state  whether  or  not  those  are  the 
accounts  that  are  usually  set  up  under  an  accrual 
system  ?  A.     Yes. 

Q.  During  the  years  that  you  were  employed 
by  the  Ross  B.  Hammond  Company,  did  you  super- 
vise the  making  of  income  tax  returns? 

A.     I  made  them  mostly  myself. 

Q.  And,  then,  did  you  submit  them  for  approval 
to  anyone  else  in  some  of  the  years? 

A.  Usually,  Mr.  Jacob's  office,  in  this  case,  as- 
sisted in  the  computations  particularly. 
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Q.  But  you  made  up  the  information  from 
which  the  amounts  were  determined? 

A.     Yes,  I  made  that  up. 

Q.  Were  these  income  tax  returns  made,  pre- 
pared and  executed  in  accordance  with  the  books 
as  they  were  kept?  A.     Yes,  they  were. 

Q.  Was  there  any  departure  in  any  of  these 
years  I  have  mentioned  from  the  books  in  making 
those  returns?  A.     No. 

Mr.  Bischoff :  At  this  time  we  offer  in  evidence 
pages  54  to  81,  inclusive,  of  this  Exhibit  24. 

(Pages  54  to  81,  inclusive,  of  Trial  Balance 
Book  thereupon  received  in  evidence  and 
marked  Plaintiff's  Exhibit  No.  24.)   [238] 

Q.  (By  Mr.  Bischoff )  :  I  now  show  you  Ex- 
hibit 25  and  ask  you  to  state  what  this  book  is? 

A.  This  is  the  ledger  of  Ross  B.  Hammond 
Company. 

Q.     I  beg  your  pardon  ? 

A.  The  ledger  of  the  Ross  B.  Hammond  Com- 
pany, the  general  ledger. 

Mr.  Winter:     I  couldn't  hear  the  answer. 

A.     The  ledger. 

Mr.  Winter:     Of  Ross  B.  Hammond  Company? 

A.  The  general  ledger  of  Ross  B.  Hammond 
Company. 

Q.  (By  Mr.  Bischoff) :  What  period  of  time  is 
covered  by  that  ledger? 

A.     1938  up  to  date. 

Q.  Was  that  ledger  kept  by  you  or  under  your 
supervision  and  control? 

A.    Kept  personally  by  myself. 
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Q.  That  is,  you  made  the  entries  in  there  along 
with  other  people  in  your  office?  A.     Yes. 

Q.     Your  staff  of  bookkeepers'?  A.     Yes. 

Q.  From  what  records  were  the  entries  made  in 
this  ledger! 

A.     From  the  journal,  which  is  on  the  desk  there. 

Q.  Is  this  the  ledger  from  which  the  entries 
were  made  in  the  trial  balance  book,  part  of  which 
has  been  marked  Plaintiff's  Exhibit  No.  24?  [239] 

A.     That  is  right. 

Q.  Were  the  income  tax  returns  made  on  the 
basis  of  the  figures  disclosed  by  this  ledger? 

A.     Yes,  they  were. 

Q.  Miss  Novak,  I  show  you  this  bundle  of  fold- 
ers that  has  been  marked  Plaintiff's  Exhibit  No. 
21,  for  identification,  and  ask  you  to  state  what 
this  bundle  of  folders  contains? 

A.  This  contains  billings  or  estimates,  as  it  may 
be,  on  all  the  jobs  concerned  in  the  years  1941,  1942 
and  1943,  I  believe,  starting — Shall  I  list  the  jobs? 

Q.  Are  you  familiar  with  the  jobs  or  contracts 
involved  in  this  tax  litigation?  A.     Yes. 

Q.  Are  those  the  folders  that  contain  all  the 
billings  that  were  rendered  in  connection  with  these 
jobs? 

A.  There  are  only  two  jobs,  I  believe, — 215  was 
mentioned  but  that  was  on  a  different  basis;  there 
were  no  estimates  whatsoever;  in  fact,  we  did  not 
pay  the  bills  on  it.    It  was  a  cost-plus  deal. 

Q.  You  mean  that  there  are  two  folders  there 
that  are  included  that  are  not  involved  in  this 
litigation? 
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A.  There  are  a  couple  of  jobs  on  which  we  did 
not  have  the  bills,  and  that  is  No.  215,  Northwest 
Ice,  on  which  they  paid  all  the  bills  except  labor, 
and  we  were  just  reimbursed  on  the  labor.  Strictly 
cost  plus  a  fee.  [240] 

Q.     There  were  no  monthly  billings — 

A.     No  monthly  billings. 

Q.     But  it  does  contain  bills  rendered 

A.  On  any  contract  job  or  jobs  on  which  we 
had  any  basis  to  bill.  I  believe  No.  211  was  this 
University  Homes,  on  which  the  files  are  ter- 
rifically big.    That  was  also  a  cost-plus-fee  job. 

Q.  Wherever  there  are  billings,  are  these  dupli- 
cates of  the  ones  furnished  to  the  Government  agen- 
cies when  bills  were  rendered'? 

A.    Yes.    These  are  the  duplicates. 

Q.  By  whom  were  they  prepared,  the  final  bills 
that  were  rendered  to  the  Government  agencies? 
Who  prepared  them  and  got  them  up? 

A.  Mr.  Petersen,  Mr.  Mason  or  William  Ham- 
mond would  have  prepared  them  originally  and, 
then,  of  course,  they  were  typed  up  by  the  general 
office. 

Q.  Did  you  examine  them  before  they  went  out? 
Did  they  pass  through  your  hands? 

A.  Yes,  I  saw  that  they  were  checked  and 
already  to  go  out. 

Q.     You  checked  them  before  they  went  out? 

A.    Yes. 

Q.  Did  you  make  the  book  entries  on  these  bill- 
ings as  they  went  out? 
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A.     Either  made  or  supervised  the  entries,  yes. 

Q.     They  were  made  under  your  direction,  then? 

A.     That  is  right. 

Q.  I  hand  you  Plaintiff's  Exhibit  No.  35  and 
ask  you  to  state  [241]  what  that  record  represents? 

A.  This  represents  a  breakdown  of  the  capi- 
tal and  drawing  accounts  between  W.  A.  Hammond 
and  Ross  B.  Hammond. 

Q.     In  whose  handwriting  is  that  record? 

A.     That  is  in  my  handwriting. 

Q.  When  did  you  make  the  entries  that  appear 
upon  that  record? 

A.  Started  making  them  in  1943,  I  imagine, 
when  we  first  made  the  partnership  returns,  and 
ever  since. 

Q.  When  you  learned  of  the  existence  of  the 
partnership,  you  set  up  that  account? 

A.    Yes. 

Q.  And  you  have  maintained  it,  in  fact,  ever 
since?  A.     Maintained  it  in  what? 

Q.     You  have  maintained  it  from  that  time  on? 

A.     That  is  right. 

Mr.  Winter:     Is  that  Exhibit  35? 

Mr.  Bischoff:     Yes. 

Q.  Where  was  this  maintained?  Of  what  rec- 
ord is  it  a  part? 

A.  It  was  kept  in  my  own  files  which  were — 
which  I  had  in  connection  with  making  the  returns 
and  financial  statements,  and  what  have  you. 

Q.     A  miscellaneous  file  of  your  own? 
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A.  My  own  personal  returns  in  support — my 
own  personal  files  in  support  of  the  tax  returns, 
and  what  have  you. 

Q.  What  I  am  trying  to  find  out  is:  Was  this 
page  a  part  of  [242]  any  book? 

A.     No,  it  was  not;  just  in  a  folder  that  I  had. 

Mr.  Bischoff:  May  it  please  the  Court,  I  have 
two  or  three  questions  to  ask  the  witness  which  I 
wish  to  ask  without  waiving  our  objection  that  we 
made  to  evidence  introduced  by  the  defendant  with 
respect  to  the  Mason  and  Petersen  deductions. 

We  have  been  taking  the  position,  as  your  Honor 
knows,  that  those  are  not  issues  in  this  case  and 
that  they  have  been  disposed  of  by  your  Honor's 
ruling,  but  the  evidence  was  allowed  to  go  in  on  that 
subject,  subject  to  objection. 

I  don't  know  at  this  time  whether  your  Honor 
will  rule  that  the  issue  is  or  is  not  before  the  Court 
and,  so,  I  think  it  is  necessary  to  introduce  some 
evidence  in  connection  with  that,  without  waiving 
the  objection  that  I  have  made  or  conceding  that 
it  is  an  issue  in  the  case. 

Q.  Miss  Novak,  were  you  aware  of  the  profit- 
sharing  agreement  between  or  with  Mason  and  Pe- 
tersen? A.     Yes,  I  was. 

Q.    With  Mason  and  Petersen? 

A.    Yes,  I  was. 

Q.  You  know  what  share  of  the  profits  each  of 
them  was  to  receive?  A.     Yes,  sir,  I  do. 

Q.  Did  you  make  entries  on  the  books  or  cause 
to  be  made  entries  on  the  books  of  the  company 
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reflecting  their  share  of  the  profits  at  the  end  of 

the  years  1942  and  1943?  [243] 

A.     Yes,  at  the  end  of  all  years  from  1942  on. 

Q.  The  computation  of  their  shares  of  the  prof- 
its, was  that  made  on  the  same  basis  that  you  de- 
termined the  profit  of  the  firm? 

A.  Well,  those  were  determined  from  the  prof- 
its of  the  company,  without  any  allowance  for  Pe- 
tersen, for  salary  for  Petersen  or  Mason? 

Q.  The  method  of  determining  the  total  profit  of 
the  business,  was  that  the  same  method  that  was 
employed  in  determining  Petersen's  and  Mason's 
share  ?  A.     Yes. 

Q.  Were  their  shares  of  the  profits  determined 
before  or  after  deducting  State  and  Federal  in- 
come taxes  ? 

A.  There  was  no  deduction  for  any  State  or 
Federal  income  taxes. 

Q.  I  show  you  Exhibits  31  and  32,  for  identi- 
fication, and  ask  you  if  these  are  the  records  on 
which  you  made  the  entries  of  their  shares  of  the 
income  for  the  years  1942  and  1943? 

A.  These  are  the  accounts  payable  sheets,  show- 
ing the  amounts  due  them. 

Q.  Were  those  entries  made  by  you,  made  or 
supervised  by  you?  A.     Yes. 

Q.  Are  any  of  the  entries  in  your  own  handwrit- 
ing? A.     They  are. 

Q.     In  your  own  handwriting? 

A.    Yes,  a  few  of  them  are.  [244] 

Q.     Were  the  shares  of  the  profits  determined 
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in  those  two  years  for  Petersen  and.  Mason  paid  to 

them  at  any  time"? 

A.  They  received  a  drawing  account  and,  then, 
in  addition,  Mr.  Petersen  has  been  paid  in  full.  Is 
that  what  you  mean? 

Q.  Yes.  I  want  to  find  out  if  all  the  profits 
Avhich  were  credited  to  them  w^ere  paid? 

A.     Mr.  Mason  has  been  paid  in  full. 

Mr.  Winter:  We  will  object  to  it,  on  the  ground, 
your  Honor,  it  is  incompetent,  irrelevant  and  im- 
material if  they  have  been  paid  now.  The  question 
is  whether  they  wxre  paid  in  1942  or  1943,  the  years 
here  involved. 

The  Court:     Answer. 

A.  They  have  been  paid  in  full  as  of  now,  as  of 
those  dates. 

Q.  (By  Mr.  Bischoff) :  Will  you  state  the  dates 
of  payments  that  were  made  to  Mason? 

A.  In  December,  1942,  he  received  a  total — re- 
ceived total  actual  cash  of  $10,000,  and  December, 
1943,  he  received  actual  cash  of  $10,000,  and  the 
rest  was  set  up  as  an  account  payable. 

Q.  Were  there  subsequent  payments  made  to 
him? 

A.  Yes,  he  received  $10,000  also  in  1942;  $12,- 
500  in  1945;  and  in  1947  he  received  $40,000. 

Q.     Give  us  the  dates  of  the  jiayments  in  1947. 

A.    January  14,  1947,  $20,000. 

Mr.  Winter :     January  what  ? 

A.  January  14,  1947,  $20,000;  July  15,  1947, 
$20,000;  January  7,  [245]  1948,  $49,758.28. 


284  J.  W.  Moloney  vs. 

(Testimony  of  Rosalie  Novak.) 

Q.     Did  that  close  out  his  account? 

A.     He  is  paid  in  full,  yes. 

Q.     Is  Mr.  Mason  still  associated  with  the  firm? 

A.     He  is  no  longer  with  the  organization. 

Q.     When  did  he  leave  his  employment? 

A.     December  31,  1946. 

Q.  Were  payments  made  to  Petersen  on  account 
of  the  profit-sharing  arrangement? 

A.  Mr.  Petersen  received  $7,500  in  1942,  1943 
and  1944;  for  1945  he  received  $12,500;  1946,  $17,- 
500;  and  in  1947,  he  got  $35,000. 

Q.     Give  me  the  date  in  1947. 

A.     December  31st. 

Mr.  Winter:    December  31st? 

A.    Yes,  1947. 

Mr.  Bischoff :  I  offer  in  evidence  Exhibit  31  and 
32,  subject  to  the  reservation  that  I  made,  your 
Honor,  that  we  did  not  waive  our  objection. 

Mr.  Winter:  We  would  like  to  ask  the  witness 
one  or  two  questions  about  these  exhibits,  before 
they  are  received. 

The  Court:     Proceed. 

Mr.  Bischoff:     I  omitted  to  ask  one  more  ques- 
tion that  should  have  been  asked. 
Mr.  Winter:    Yes. 

Q.  (By  Mr.  Bischoff) :  Miss  Novak,  do  you 
know  whether  these  payments  [246]  that  you  have 
testified  that  were  made  were  made  in  cash  to  these 
people  ? 

A.  Yes,  they  were;  they  were  made  in  cash. 
They  were  given  checks,  and  they  were  deductible 
within  the  years  specified. 
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Q.  (By  Mr.  Winter)  :  Miss  Novak,  you  are  re- 
ferring to  Exhibit  35.  Where  were  those  sheets 
taken  from?  A.     What  is  35? 

Q.     Those   are   the   sheets   you   have   there? 

A.  This  is  31  and  32.  Is  that  what  you  mean? 
35,  I  believe,  is  the  sheet  that  you  have  there. 

Q.     May  I  see  the  sheets,  the  exhibit? 

A.     Yes. 

Q.  Just  tell  me  where  you  took  these  sheets 
from  and  in  what  book  they  were  kept? 

A.  They  were  taken  out  of  the  accounts  pay- 
able breakdown  ledger. 

Q.  Is  that  a  running  account  payable  of  all 
accounts  payable? 

A.  The  book  that  that  is  in,  I  believe,  only  con- 
tains current  overhead.  We  kept  each  job  sepa- 
rately, the  accounts  payable  on  each  job  separately. 

Q.  When  a  job  is  completed,  the  record  in  that 
book  is  written  into  the  general  ledger  or  journal? 

A.  No.  This  is  a  breakdown  of  the  accounts 
payable  account  in  the  general  ledger. 

Q.     It  is  a  memorandum  account,  isn't  it? 

Mr.  Bischoff:     Let  her  finish.   [247] 

A.     Pardon  ? 

Q.  (By  Mr.  Winter)  :  That  is  a  memorandum 
account  book? 

A.  Well,  accounts  payable  book,  breakdown 
book,  and  each  job  is  kept  separately. 

Q.  In  other  words,  it  is  a  subsidiary  ledger  to 
the  general  ledger? 

A.    Well,  it  would  be  classified  as  such. 
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Q.  When  a  contract  is  completed,  the  sheets 
from  this  book  are  taken  out  and  destroyed? 

A.  They  are  not  destroyed.  When  the  accounts 
are  all  paid  on  that  particular  job,  they  are  filed 
in  with  our  job  account.  We  keep  all  our  files  sepa- 
rately on  each  job. 

Q.  Are  there  any  records  in  that  book  you  took 
it  from  prior  to  1945? 

A.  Yes,  the  overhead  section  is  kept — I  mean, 
if  we  had  an  account  that  we  had  in  1938  and  still 
have  it  currently,  that  is  in  the  overhead  section. 

Mr.  Winter:     That  is  all. 

The  Court:     Admitted. 

(Subsidiary  ledger  account  of  A.  V.  Petersen 
thereupon  received  in  evidence  and  marked 
Plaintiff's   Exhibit   No.    31.) 

[Printer's  Note] :  Plaintiff's  Exhibit  No.  31 
is  set  out  at  page  648. 

(Subsidiary  ledger  account  of  H.  M.  Mason 
thereupon  received  in  evidence  and  marked 
Plaintiff's  Exhibit  No.  32.)  [248] 

[Printer's  Note]  :  Plaintiff's  Exhibit  No.  32 
is  set  out  at  page  649. 

Mr.  Winter:     One  other  question,  your  Honor. 

Q.  Was  the  drawing  account  of  Mr.  Mason  and 
Mr.  Petersen  shown  in  any  other  book  other  than 
that  accounts  payable  ledger? 

A.     Drawing  account? 

Q.     Yes. 

A.  During  the  year  it  is  put  imder  ''Office  Sala- 
ries" and  then,  at  the  end  of  the  year,  it  is 
reversed. 
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Q.  You  mean,  reflected  in  office  salaries  on  each 
particular  job? 

A.  No,  it  is  under  '^ Overhead,"  not  on  each 
job. 

Mr.  Bischoff:  I  wanted  to  ask  another  question 
or  two. 

Q.  Miss  Novak,  when  you  made  up  the  bills 
for  the  monthly  estimates,  you  of  course  observed 
the  way  they  were  gotten  up  and  what  items  were 
included  in  them?  A.     Yes. 

Q.  Do  those  billings  include  the  amounts  that 
were  due  but  which  might  be  deducted  as  retained 
percentages  ? 

A.  The  accounts  in  all  cases  show  the  gross  bill- 
ing. That  is,  it  shows  the  retained,  10  or  15  per 
cent,  whatever  it  might  be,  with  the  net  amount 
that  they  are  to  pay  right  now. 

Q.  Did  you  set  up  in  an  account  also  the  re- 
tained percentages  which  had  been  earned  in  that 
year  ? 

A.  The  retained  percentage  is  set  up  in  the  re- 
tained percentage  account  and  the  balance  is  in  the 
accounts  receivable. 

Q.  The  amount  of  your  billing,  then,  is  split 
up  in  two  parts,  so  to  speak,  am  I  correct?  [249] 

A.  We  have  a  gross  amount  and  then  against 
that  is  the  retained  percentage  in  the  current  ac- 
counts receivable. 

Q.  Did  the  gross  billing  go  into  the  income  in 
each  year  in  your  book  entries? 
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A.  Yes,  the  gross  billing  is  set  up  as  income  to 
the  job,  and  the  others  are  on  the  accounts  receiv- 
able basis,  although  the  retained  percentage  we  can- 
not get  right  at  the  moment. 

Mr.  Bischoff:     That  is  all. 

Cross-Examination 
By  Mr.  Winter: 

Q.  I  think  you  stated  you  worked  for  Mr.  Ja- 
cob, counsel  for  the  plaintiff  here,  from  August  3, 
1937,  to  May,  1940,  is  that  correct? 

A.  Approximately  that.  I  don't  remember  the 
exact  dates. 

Q.     In  the  capacity  as  a  bookkeeper? 

A.     I  was  the  only  girl  in  the  office  at  that  time. 

Q.  Well,  did  you  keep  his  personal  set  of  books 
or  keep  clients'  books? 

A.  I  didn't  actually  keep  any  separate  books  for 
any  client,  no. 

Q.  Did  you  have  any  work  in  connection  with 
Mr.  Hammond's  books  during  any  of  that  time? 

A.  Mr.  Jacob,  I  believe,  was  handling  his  work 
at  that  time  and  I  may  have  typed  up  some  returns. 
I  don't  remember  that  particularly. 

Q.  You  say  you  w^ent  to  work  for  Mr.  Hammond 
February  1,  1942?  [250]  A.     Yes. 

Q.  And  two  days  later  you  took  the  acknowl- 
edgment of  Mr.  Mason  on  Plaintiff's  Exhibit  No.  4 
(marked  as  Defendant's  Exhibit  No.  4),  which  is 
the  agreement  of  employment,  is  that  right? 

A.     Yes,  I  did. 

Q.  And  you  took  the  acknowledgment  of  Mr.  Pe- 
tersen on  Exhibit  No.  5?  A.    Yes. 
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Q.  His  agreement  of  employment  for  a  percent- 
age of  the  profits'?  A.     Yes. 

Q.  You  took  an  acknowledgment  of  the  Articles 
of  Partnership  on  the  same  date,  is  that  right? 

A.     Took  acknowledgment  of  the  signatures,  yes. 

Q.  Justof  the  signatures?  I  didn't  ask  you  that. 
I  said,  you  took  the  acknowledgment,  didn't  you? 

A.     Yes,  sir,  I  did. 

Q.  You  took  acknowledgment  of  the  power  of 
attorney,  which  is  on  one  sheet,  on  the  same  date? 

A.    Yes. 

Q.  And  you  took  the  acknowledgment  of  the  bill 
of  sale  from  Mr.  Hammond  to  his  son  on  the  same 
date?  A.     Yes. 

Q.  Were  they  all  present  at  the  time  the  ac- 
knowledgments were  taken,  Mr.  Hammond,  his  son, 
Mr.  Petersen  and  Mr.  Mason? 

A.     You  mean  at  the  same  time?  [251] 

Q.     Yes. 

A.  Well,  Mr.  Petersen  would  have  been  in  my 
presence,  Mr.  Mason  would  have  been  in  my  pres- 
ence and  Mr.  Hammond — Both  the  Mr.  Hammonds 
would  have  been. 

Q.  I  just  want  you  to  look  at  Plaintiff's  Ex- 
hibit No.  3.  Notice  the  signatures  of  the  parties  are 
in  different  ink? 

A.  Yes,  so  is  mine.  All  three  are  in  different  ink 
and  different  pens. 

Q.  All  the  other  exhibits  seem  to  be  in  the  same 
ink,  your  signature  and  all  appears  to  be  in  the 
same  tyjoe  of  ink? 
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A.     I  don't  know.   I  would  have  to  look  at  that. 

Q.     Just  take  a  look  at  it? 
•     A.     They  are  all  made  with  a  different  pen. 

Q.     The  signatures'?  A.     Yes,  all  three. 

Q.  All  three  with  a  different  pen  on  the  same 
date,  by  you,  is  that  right? 

A.     Beg  your  pardon? 

Q.  All  of  your  signatures  are  made  with  a  dif- 
ferent pen? 

A.  They  are  all  with  a  different  pen.  They  all 
have  a  different  tj^e  of  pen. 

Q.     You  mean  your  signatures? 

A.  My  signature,  Mr.  Petersen's,  and  Mr.  Ham- 
mond's and  Mason's. 

Q.  What  about  yours?  Are  all  of  yours  made 
with  the  same  pen  ?  A.     Yes,  I  believe  so.  [252] 

Q.     It  would  appear  so,  wouldn't  it? 

A.     Yes. 

Q.  You  will  notice  the  words  "Subscribed  and 
sworn  to"  on  Exhibits  4  and  5,  the  words  ''Sub- 
scribed and  sworn  to  before  me,  the  undersigned, 
a  notary  public,  this"  blank  day  of  blank.  It  is 
double-spaced,  isn't  it?  A.     Yes. 

Q.  Except  in  the  partnership  agreement,  it  is 
single-spaced,  isn't  it? 

A.  That  is  a  large  one  and  probably  it  was  done 
to  get  it  all  on  one  page. 

Q.  Just  look  at  it  and  tell  us  whether  or  not  it 
was  on  there  at  the  time  it  was  signed. 

A.     I  would  say  it  was. 
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Q.  It  would  have  been  impossible  to  have  put 
it  on  double-spaced,  wouldn't  it,  unless  it  had  been 
put  on  at  the  time  the  instrument  was  drawn? 

A.  Well,  it  would  have  been  possible  at  any  time 
to  put  it  on  the  same  sheet,  double-spaced. 

Q.  You  want  the  Court  to  understand  you  knew 
nothing  about  these  agreements,  is  that  it? 

A.     That  is  right. 

Q.  And  the  first  time  you  knew  anything  about 
this  particular  agreement  (Plaintiff's  Exhibit  No. 
3)  was  late  in  December,  I  think  you  said,  of  1943, 
or  March  of  1944,  when  the  1943  tax  [253]  returns 
were  due?  A.     That  is  right. 

Q.     Two  years  later,  is  that  right?  A.     Yes. 

Q.  That  is  the  first  time  you  knew  anything 
about  it?  A.    Yes. 

Q.  And  yet  you  say  that  you  did  acknowledge 
their  signatures  on  the  date  it  bears  ?  A.     Yes. 

Q.  Just  take  one  further  look  at  that.  Will  you 
notice  that  the  agreement  is  drawn  with  the  top 
sheet  and  the  bottom  sheet  appearing  to  be  writ- 
ten on  paper  diiferent  from  the  second  and  third 
sheets.  Just  hold  that  up  to  the  light  and  see  the 
watermarks.  Are  there  any  watermarks  on  the 
front  sheet?    Look  at  the  second  sheet  now. 

A.     There  is  a  watermark  on  there. 

Q.    There  is? 

A.  They  are  both  "Success  Bond,"  the  first  and 
second  sheets. 

Q.     Look  at  the  last  sheet. 

A.  That  is  ''Success  Bond"  also.  It  is  in  a  dif- 
ferent position  on  the  page. 
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Q.  Did  you  have  that  kind  of  paper  in  your  of- 
fice? A.     I  don't  know.   I  don't  remember. 

Q.    What? 

A.     I  don't  know  whether  we  carried  it  or  not. 

Q.  Did  you  type  the  agreement?  Did  you  write 
Tip  the  agreement?  A.     No,  I  didn't. 

Q.  Did  you  write  the  Mason  or  Petersen  agree- 
ments ?  A.     No. 

Q.     Did  you  write  the  bill  of  sale?  A.     No. 

Q.  You  knew  there  was  a  bill  of  sale  at  that 
time  that  was  executed,  didn't  you? 

A.  Yes,  but  I  wouldn't  know  what  the  bill  of 
sale  covered. 

Q.  And  you  knew  there  was  a  power  of  attor- 
ney executed  at  that  time,  didn't  you? 

A.  Yes,  but  we  have  had  several  powers  of  at- 
torney on  different  deals. 

Q.  When  you  computed  the  profit  at  the  end 
of  1942,  and  the  25-per-cent  profit  which  was  to  be 
computed  for  the  son,  how  did  you  arrive  at  the 
basis  of  computing  that  profit  on  the  return? 

A.  Well,  the  drawings  had  been — I  was  advised 
— Wait  a  minute.   How  did  I  figure  1942? 

Q.  Yes.  How  did  you  figure  Mr.  Hammond 
was  only  entitled  to  75  per  cent  of  the  profits,  on 
what  basis?  A.     In  what  year? 

Q.  In  1942,  when  you  prepared  the  1942  re- 
turn? 

A.  I  think  it  is  just  mentioned,  that  75,  isn't 
it?  I  don't  believe — 'Wmi  a  minute. 

Q.     Yes.  [255] 
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A.  Mr.  Hammond  had  advised  that  Bill  was 
on  a  percentage  basis  and,  since  his  drawing  was 
the  same  as  Petersen's,  I  had  assumed  that  his 
was  the  same,  and  I  had  assumed  that  it  was  like 
this. 

Q.  In  other  words,  Mr.  Hammond  then  told  you 
Bill  w^as  on  a  percentage  basis  in  1942,  is  that 
right?  A.     Yes,  I  am  quite  sure. 

Q.  You  did  not  set  up  any  capital  account  for 
Bill,  but  you  set  up  the  percentage  on  the  books, 
didn't  you? 

A.  Yes,  because  I  had  assumed  that  his  was  the 
same  as  Petersen's. 

Q.  You  acknowledged  the  agreements  all  on  the 
same  date.  Was  there  a  percentage-of -profits  agree- 
ment with  Mr.  Hammond,  I  mean  with  Bill,  that 
was  signed  on  the  same  date  also? 

A.     Not  that  I  had  known  of. 

Q.     Not  that  you  had  known  of? 

A.  No,  but  that  was  about  the  same  date  I  came 
there  and 

Mr.  Bischoff:     Let  her  finish  her  answer. 

A.  Anyway,  it  was  about  the  same  date  I  came 
and  when  you  are  new  on  a  job,  you  don't  know 
what  things  are,  particularly,  and,  as  far  as  I  was 
concerned,  I  was  the  notary  and  I  was  acknowl- 
edging the  signatures  on  this  agreement. 

Q.  How  many  acknowledgments  did  you  take 
that  day? 

A.  I  couldn't  possibly  tell  you  how  many  ac- 
knowledgments I  took  that  day. 
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Q.  Then  you  would  not  know  whether  there  had 
been  any  change  in  [256]  that  agreement,  whether 
any  pages  had  been  added  or  subtracted,  because 
you  only  looked  at  the  signatures  on  the  bottom? 

A.  As  far  as  I  am  concerned,  when  I  acknowl- 
edge it,  I  am  concerned  with  the  signature. 

Q.  Do  you  know  how  many  sheets  were  in  the 
paper  at  that  time"? 

A.     No,  I  wouldn't  say  that  I  do. 

Q.  You  would  not  knoAv  whether  the  first  sheets 
were  the  same  sheets  that  were  on  there  when  you 
took  the  acknowledgment,  would  you? 

A.     No,  I  couldn't  swear. 

Q.  You  would  not  know  it  because  you  do  not 
know  what  was  in  the  instrument?  You  did  not 
know,  did  you? 

A.  No.  Well,  if  you  will  refer  to  the  Articles  of 
Partnership 

Q.     Yes.  A.     Well,  I  don't 

Q.  Did  Mr.  Hammond  tell  you  at  that  time  that 
Bill  was  now  on  a  percentage-of-profits  arrange- 
ment with  him? 

A.  Not  at  that  time.  If  he  did,  I  would  not  have 
been  particularly  concerned  until  the  end  of  the 
year  any^^ay. 

Q.  But  he  told  you,  didn't  he?  You  knew^  Pe- 
tersen and  Mason  were  on  a  percentage-of-profits 
basis  as  of  that  time,  right  then,  didn't  you? 

A.  Well,  I  wouldn't  say  that  I  did  right  then, 
no. 

Q.     When  did  he  tell  you  that  his  son  was  on  a 


Boss  B,  Hammond  295 

(Testimony  of  Rosalie  Novak.) 

per centage-of -profits  basis   and  not  a  partnership 

basis?  [257] 

A.     I  couldn't  answer  that.   I  don't  know. 

Q.  At  no  time  until  at  least  the  late  fall  of  1943 
or  March,  1944,  did  you  ever  set  up  a  capital  ac- 
count or  a  partnership  account  for  Bill  on  the 
books,  did  you? 

A.  Well,  on  the  general  books  there  wasn't  des- 
ignated any  partnership  account. 

Q.  Just  refer  to  William's  drawing  account  in 
the  books.   Will  you  show  it  to  us,  please? 

A.     The  drawing  account  on  the  books  ? 

Q.    Yes. 

A.     It  does  not  start  until  later. 

Q.    Just  show  it  to  us,  Miss  Novak. 

Mr.  Bischoff:     Let  her  answer. 

A.  It  does  not  start  until  either  '45  or  '46  but^ 
as  was  explained,  it  was  to  be  kept  secret  from  the 
girls  in  the  office  as  well  as  anyone  that  might  have 
had  access  to  the  books.  That  is  the  reason  that 
was  not  set  up  on  the  books. 

Q.     Did  you  know  it  was  a  secret  back  in  1942? 

A.     I  didn't  know  there  was  any  secret  at  all. 

Q.  How  did  you  know  it  was  supposed  to  be  a 
secret,  if  you  did  not  know  anything  about  it? 

A.  I  did  not  know  it  in  1942.  That  is  what  I 
am  talking  alxnit.  I  said  up  until  194 — I  don't 
know  the  year,  1945  or  whatever  it  was,  there  was 
no  partnership  drawing  account  set  up  on  the  books, 
for  W.  A.  Hammond.  [258] 
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Q.  Miss  Novak,  just  show  us  in  the  books  where 
the  drawing  account  is  or  any  capital  account  or 
any  account  with  Mr,  William  A.  Hammond. 

A.  There  is  none  for  the  capital  account,  and 
that  has  been  kept  on  that  breakdown  on  Exhibit 
35. 

Q.  You  have  a  drawing  account  on  the  books 
for  Bill  Hammond.  Will  you  get  it  and  show  it  to 
us,  please?  A.     Shall  I  come  down  there? 

Q.     Yes,  if  you  will,  please. 

A.  The  current  drawing  account  is  not  here. 
It  must  be  on  the  back  of  that  sheet.  That  is  the 
accounts  payable  sheet  there,  both  of  those,  Peter- 
sen and  Mason — it  is  not  in  here. 

One  of  the  girls  got  some  of  the  current,  defi- 
nitely current  accounts,  out,  and  they  must  have 
been  on  the  back  of  Mr.  Hammond's  current  draw- 
ings, unless  it  is  misj^laced  someplace. 

Mr.  Winter:  I  would  suggest,  Coimsel,  you  let 
the  witness  answer.  If  she  cannot  find  it,  she  can 
tell  us  that  they  don't  have  such  an  account. 

A.     We  do  have  such  an  account. 

The  Court:  You  can  look  for  it  at  recess.  Come 
back  and  finish  your  testimony.  Have  you  some 
more   questions  ? 

Mr.  Winter:    Yes,  Your  Honor. 

Q.  Showing  you  what  has  been  marked  Ex- 
hibit 35,  you  say  that  record  was  kept  in  accounts 
payable,  is  that  right?  [259]  A.     No. 

Q.     Where  is  that  record  from? 

A.  This  is  a  record  that  I  had  in  my  own  per- 
sonal files. 
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Q.  It  was  not  a  part  of  the  records  of  the 
company  ? 

A.  The  only  way  it  was  a  part  of  the  records 
is  that  it  was  a  breakdown  of  the  capital  and  draw- 
ing accounts  between  the  two  partners. 

Q.  And  that  was  prepared  by  you  in  December, 
1943,  or  1944,  when  you  were  informed  of  the 
partnership?  A.     The  amended  return 

Q.     Whose  amended  return? 

A.  The  partnership  amended  return;  I  mean, 
the  partnershijD  return  for  1942. 

Q.  The  delinquent  return  for  1943  and  the — 
the  delinquent  return  for  1942  and  the  1943  return? 

A.    Yes. 

Q.  Did  you  file  an  amended  return  for  Mr. 
Ross  B.  Hammond?  A.     As  I  remember. 

Q.    As  you  remember  what? 

A.  As  I  remember,  we  did  file  an  amended 
return. 

Q.  What  change  was  made  in  the  amended  re- 
turn, if  you  remember? 

Mr.  Bischoff:     The  returns  are  all  in  evidence. 

Mr.  Winter:     No,  they  are  not  all  in  evidence. 

Mr.  Bischoff:  All  the  returns  are  here.  The 
1942  return  and  the  amended  return  for  1942  and 
the  1943  returns  are  all  in  evidence  [260]  for  Ham- 
mond and  for  the  partnersip  and  for  Bill  Ham- 
mond. 

Mr.  Winter:  Q.  You  say  you  filed  an  amended 
return  for  Ross  B.  Hammond  for  1942? 

A.    I  don't  remember. 
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Q.     You  don't  remember?  A.     No. 

Q.     Did  you  prepare  the  original  return? 

A.    Yes. 

Q.  Did  you  file  an  amended  return  or  prepare 
an  amended  return  for  Mr.  William  A.  Hammond? 

A.     Yes. 

Q.  What  would  be  the  reason  for  filing  an 
amended  return  for  Ross  B.  Hammond  for  1942? 

A.  Well,  there  possibly  was  not  one  filed.  I 
just  don't  remember. 

Q.     Would  there  be  any  reason  for  filing  one? 

A.  Well,  I  guess  not.  I  couldn't  say.  I  would 
have  to  check  on  it.  I  couldn't  say  offhand. 

Q.     What? 

A.  I  couldn't  say  offhand.  I  would  have  to 
check,  but  I  believe 

Q.  There  was  deducted  from  Ross  B.  Ham- 
mond's return  for  1942  a  percentage  of  profits 
which  you,  in  1944,  credited  to  Mr.  William  Ham- 
mond, isn't  that  right? 

A.  Well,  I  believe  that  there  was,  as  I  said, 
on  the  basis  of  [261]  the  contract — on  the  basis 
of  the  agreement  with  Petersen,  and  I  assumed  it 
was  on  the  same  basis.  I  think  the  return  was  made, 
making  the  allowance. 

Q.  Where  did  you  get  the  information  to  make 
the  return  in  the  first  instance  allowing  a  partner- 
ship profit  to  Mr.  Hammond  in  1942? 

Mr.  Bischoff:     Objected  to. 
'     A.     It  was  not  a  partnership  profit. 
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Mr.  Bischoff:  Object  to  the  question.  He  was 
talking  about  Petersen,  and  not  Ross  B.  Hammond. 

Mr.  Winter:  You  mean  to  tell  us  the  partner- 
ship profit  was  not  deducted  from  Ross  B.  Ham- 
mond's return,  the  partnership  protit  which  was 
allegedly  due  William  A,  Hammond? 

A.     In  1942  we  are  talking  about? 

Q.    Yes,  1942. 

A.  I  am  afraid  T  don't  know  exactly  what  you 
mean. 

Q.  What  percentage  of  the  profits  already  made 
for  1942,  according  to  the  books  of  the  company, 
did  you  use  in  preparing  his  1942  return? 

A.  As  I  remember,  I  did  prepare  it  on  the  basis 
of  an  individual  ownership,  which  was  my  as- 
sumption, and  that  is  the  way  it  had  been  done  in 
previous  years,  and  since  William  Hammond,  ac- 
cording to  my  understanding,  which  was  incorrect, 
had  a  drawing  on  the  same  basis  as  Petersen,  I 
was  assuming  that  that  was  15  per  cent  the  same 
as  Petersen's  which  is  15,  and  that  is  how  that 
was  split.  [262] 

Q.  Just  look  at  the  return  and  tell  us — Where 
is  the  1942  return?  Just  look  at  that  return,  which 
is  for  the  year  1942,  Ross  B.  Hammond's  return 
for  1942,  and  tell  us  what  part  of  the  partnership 
income  was  reported  by  Ross  B.  Hammond  on 
his  return? 

A.     I  couldn't  tell  it  from  looking  at  the  return. 

Q.  Can  you  compare  it  with  the  books  and  tell 
us  from  the  books? 

A.    Well,  it  would  be  on  the  basis  of 
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Q.  In  other  words,  did  yon  report  85  per  cent 
or  75  per  cent  of  the  partnership  profits'? 

A.  I  don't  know.  I  would  have  to  calculate  it 
in  order  to  get  the  exact  percentage. 

Q.     What  was  the  percentage  to  Mr.  Mason? 

A.     Mr.  Mason  got  20  per  cent. 

Q.     And  Mr.  Petersen  got  15  per  cent? 

A.     15. 

Q.  What  did  you  understand  Mr.  William  A. 
Hammond  was  going  to  get? 

A.  Since  it  was  on  the  same  drawing,  I  as- 
sumed that  it  was  15,  the  same  as  Petersen's. 

Q.  When  did  you  later  find  out  it  was  25  per 
cent  ? 

A.  Either  late  in  1943  or  early  in  1944,  when 
the  1942  returns  were  being  prepared,  and  when 
the  amended  partnership  returns  were  made,  and 
the  split  was  75-25. 

Q.  But  you  did  not  prepare  any  amended  re- 
turn for  Ross  B.  [263]  Hammond? 

A.  I  say,  I  don't  remember.  I  don't  believe 
so,  but  I  don't  remember. 

Q.  As  a  matter  of  fact,  the  books  and  records — 
the  partnership  return  will  show  that  Ross  B. 
Hammond  reported  only  75  per  cent  of  partner- 
ship during  that  year?  That  is,  the  way  you  com- 
puted it? 

Mr.  Bischoff:    AVhat  are  you  talking  about? 

Mr.  Winter:  Will  j^ou  state  the  question  to 
the  witness? 

A.    Will  you  state  the  question  again? 
(Question  read.) 
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A.  I  don't  remember  whether  it  was  exactly 
75  or  exactly  what  it  was. 

Q.  You  do  not  remember  very  much  about  this 
thing,  do  you? 

A.  Well,  if  you  had  a  jjunch  of  figures,  well, 
fired  at  you,  you  would  not  be  able  to  remember 
it,  I  don't  think. 

Q.  Did  you  prepare  an  amended  return  for 
Mr.  William  A.  Hammond?  A.     Yes. 

Q.     Did  he  sign  it  in  your  presence.^ 

A.  That  I  don't  remember.  Is  there  an  acknowl- 
edgement required  on  the  return?  He  may  have 
been  in  the  service  and  it  had  to  be  sent  to  him. 
I  don't  know  whether  he  was  here  at  that  exact 
time  or  not. 

Q.  In  any  event,  no  capital  account  was  set 
up  on  the  books  of  Ross  B.  Hammond,  other  than 
his  drawing  account?  [264] 

A.  There  is  a  capital  account  and  there  is  a 
drawing   account. 

Q.  The  capital  account,  I  mean,  was  not  set  up 
until  1944,  or  late  1943? 

A.     There  has  always  been  a  capital  account. 

Q.  For  Ross  B.  Hammond?  Excuse  me.  For 
William  A.  Hammond? 

A.  There  has  never  been  a  capital  account  set 
up,  even  currently,  for  William  A.  Hammond.  It 
is  a  company  capital  account  and  that  Exhibit  35 
is  a  breakdown  between  the  portion  that  is  appli- 
cable to  the  two  partners. 
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Q.  The  tax  liability  was  under  investigation  in 
the  summer  of  1944,  wasn't  it,  when  the  Agent 
came  out  there  to  visit  you? 

A.  I  believe  it  was  about  August,  1944.  I  am 
not  sure  of  the  date. 

Q.  In  any  event,  after  you  were  told  that  the 
partnership  agreement  was  entered  into,  then  the 
pencil  notations  were  made  on  Exhibit  35,  is  that 
right  ? 

A.  Exhibit  35  was  started  after  I  found  out  that 
there  was  a  partnership  and  that  I  would  have  to 
break  down  the  capital  drawing  account. 

Q.  Was  that  started  after  the  Revenue  Agent 
came  out  or  was  it  started  before? 

A.  Well,  it  could  have  been  started  before  be- 
cause I  would  have  made  it  up  when  we  made  up 
the  partnership  return. 

Q.  Since  1944  you  have  added  to  it,  haven't 
you?  A.     Yes.    [265] 

Q.  It  was  in  pencil,  and  you  told  the  Revenue 
Agent  that  that  was  the  only  record  of  a  drawing 
account  and  capital  account  of  William  A.  Ham- 
mond, isn't  that  right? 

A.    What  is  that  question? 

Q.  Didn't  you  tell  the  Revenue  Agent  that  was 
the  only  record  in  the  books  of  either  a  drawing 
or  capital  account  of  William  A.  Hammond? 

A.     That  was  the  only  record  in  the  books. 

Q.     And  that  was  in  your  personal  files? 

A.  The  combined  capital  and  drawing  account 
was  in  the  company's  books  that  were  handled  and 
could  be  seen  by  anyone.  That  was  in  my  personal 
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files  and,  as  has  been  brought  out  before,  it  was 
because    the    partnership    was    not    wanted    to    be 
known  by  some  of  the  parties  concerned. 

Q.  How  were  the  drawings  and  percentages  of 
the  profits  set  up  on  the  books  with  respect  to 
Mason  and  Petersen? 

A.  What  do  you  mean  by  how  were  the  draw- 
ings set  up  ? 

Q.  AVhat  record  is  there  in  the  books  of  the 
percentage  of  profits  due  to  Mr.  Mason  and  Mr. 
Petersen? 

A.  Well,  at  the  end  of  the  year  we  computed 
as  to  how  much  was  due  them  and  then  the  amount 
due  them  was  split  up  between  the  various  jol^s. 

Q.  In  other  words,  refer  to  the  returns  for  1942 
— Do  you  have  it  there? 

A.  I  have  the  Ross  B.  Hammond  return  for 
1942.    [266] 

Q.  Will  you  refer  to  the  return  for  1942  and 
to  the  schedule  attached  of  the  contracts. 

A.     Yes. 

Q.  Referring  to  Contract  No.  208,  how  much  of 
the  percentage  of  profits  of  William  A.  Hammond, 
Mr.  Mason  and  Mr.  Petersen  were  charged  to  that 
contract  in  the  year  1942? 

A.  I  couldn't  tell  from  this  return.  It  does  not 
state.  It  just  says  ''Labor"  and  then  "Materials." 

Q.  Does  your  record  show  w^hat  part  of  it  was 
charged  to  that  contract?  A.     I  think  so. 

Q.     What?  A.     I  think  so. 

Q.     Can  you  show  where  that  is? 
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A.     I  will  try. 

Q.  Look  at  the  entry  of  December  31st  in  the 
journal,  1942.  Just  read  these  entries.  You  are 
reading  from  the  cash  journal,  Page  J-125,  is  that 
right  ?  A.     Yes. 

Q.  Will  you  just  read  the  entries  that  you  have 
with  respect  to  Job  208  there  ? 

A.     Charged  with  $47,254.58. 

Q.     $42,000  *? 

A.     No,  $47,254.58.  Guilds  Lake,  $53,307.56. 

Q.     That  is  Job  No.  210,  isn't  it?  [267] 

A.     Yes.  No.  211,  $39,670.81.  Office  salaries 

Q.     That  was  $16,400? 

A.     $16,467.51.  W.  A.  Hammond  was  set  up 

Q.     It  says  "A.  P." 

A.  Accounts  Payable,  overhead  section,  yes. 
$37,129.66  for  Hammond,  W.  A.  Hammond;  Peter- 
sen, $37,129.56;  and  Mason,  $49,500. 

Mr.  Bischoff:     December,  1942. 

A.  December,  1942.  Wait  a  minute.  Yes,  there 
is  an  error  in  the  top  of  the  page.  It  says  ''43" 
but  it  should  be  "42." 

Mr.  Winter:  Q.  These  amounts  that  you  have 
just  read  with  respect  to  Contracts  208,  210  and 
211  were  all  deducted  or  taken  as  profit 

A.    to  the  job. 

Q.    to  the  job,  as  reflected  in  profit  shown 

as  to  these  separate  long-term  contracts. 
•  A.     That  is  right. 

Mr.  Winter:  If  the  Court  please,  I  have  a  type- 
written copy   of  the   entries   shown  on  page   No. 
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J-125.  Instead  of  offering-  the  entire  book  in  evi- 
dence, we  will  offer  the  typewritten  sheet  showing 
the  entries  to  which  the  witness  has  just  testified. 

Mr.  Bischoff:  I  would  like  to  know  what  the 
purpose  of  it  is.  At  present  I  do  not  see  the  ma- 
teriality. There  may  be  some  and  if  Counsel  will 
state  what  the  purpose  of  this  is  and  what  he 
claims  for  it 

The  Court:    What  do  you  claim  for  it?  [268] 

Mr.  Winter:  If  the  Court  please,  it  goes  to 
the  very  issue  in  this  case  as  to  whether  or  not 
the  plaintiff  has  overpaid  the  tax  by  having  taken 
deductions  on  his  previous  return  to  which  he 
w^ould  not  be  entitled.  The  burden  is  on  the  plain- 
tiff to  show  that  he  has  overpaid  his  tax.  The 
whole  question  is  w^hether  the  plaintiff  has  over- 
paid his  tax  or  not. 

The  Court:    What  does  this  tend  to  prove? 

Mr.  Winter:  These  amounts,  the  percentages 
paid  to  Mr.  William  A.  Hammond,  Mr.  Mason  and 
Mr.  Petersen,  were  deducted  as  charged  against 
these  particular  jobs,  and  they  were  not  proper 
accruals. 

Mr.  Bischoff:  On  the  contrary,  they  are  proper 
accruals  because,  at  the  end  of  1942,  they  recog- 
nized the  liability  to  these  various  people  and  cred- 
ited it  on  the  books. 

The  Court:    Do  you  wish  to  object? 
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Mr.  Bischoff:  No,  I  am  not  going  to  object, 
Your  Honor.  I  did  not  know  what  the  point  was. 

The  Court:    Admitted. 

(Transcript  of  Journal  Entry  125  thereupon 
received  in  evidence  and  marked  Defendant's 
Exhibit  No.  36.) 

[Printer's  Note] :  Defendant's  Exhibit  No. 
36  is  set  out  at  page  "^49:  ^5*/ 

Mr.  Winter:  Q.  Referring  to  the  trial  balance 
book,  Exhibit  24,  does  the  trial  balance  book  cover 
also  the  year  1938  or  at  the  beginning  of  the  op- 
erations by  Mr.  Hammond  as  an  individual? 

Mr.  Bischoff:  Objected  to,  may  it  please  the 
Court,  as  immaterial.  [269]  None  of  the  trans- 
actions in  1938  are  involved  in  the  years  in  ques- 
tion here.  Ordinarily,  we  would  not  make  any  ob- 
jection, except  that  we  are  spending  a  great  deal 
of  time.  This  cross-examination,  I  think,  has  now 
developed  into  more  of  a  badgering  process.  1948  is 
not  involved  in  any  way  in  this  case. 

The  Court:  I  won't  let  the  lady  be  badgered.  I 
think  she  is  doing  all  right. 

Mr.  Winter:  Q.  At  what  sheet  in  the  book 
does  the  trial  balance  start?  A.     1938? 

Q.     Yes;  what  page?  A.     Page  49. 

Q.  Does  the  book  also  include  records  prior  to 
1938?  A.     Yes. 

Q.  Was  the  trial  balance  carried  on  the  same 
prior  to  1938  that  it  was  subsequent  to  1938? 
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Mr.   Bischoff:     Objected   to   as   immaterial. 

The    Court:     Go    ahead.    We    will    take    a    ten- 
minute  recess  now. 
(Recess.) 

Mr.  Winter:  Q.  I  think  you  testified  the  trial 
balance  records  for  the  year  1938  begin  at  page 
49  and,  of  course,  would  go  up  to  the  beginning  of 
1939,  which  is  on  page  54. 

The  Court:    What  is  that  all  about? 

Mr.  Winter:  I  want  to  show,  if  Your  Honor 
please,  that  they  carried  forward  the  same  ac- 
counts in  the  trial  balance  that  were  [270]  carried 
in  1938  at  the  beginning  of  the  period  here.  Coun- 
sel has  gone  back  to  1939.  I  think  we  are  entitled 
to  have  1938  in. 

The  Court:  Do  you  want  to  go  back  to  '37  or 
'36?  Where  is  your  stopping  point? 

Mr.  Winter:  I  am  only  asking  whether  or  not 
a  consistent  practice  was  carried  out.  This  is  pre- 
liminary to  my  next  question. 

The  Court:    What  is  your  next  question? 

Mr.  Winter :  My  next  question  is  whether  or  not 
the  same  accounts  were  carried  in  1939  and  1940, 
1941  and  1942  that  w^ere  carried  in  1938.  I  won't 
go  back  beyond  the  period  involved  in  this  lawsuit. 

The  Court:  Why  go  back  to  1938?  What  is  the 
significance  of  1938?  What  significance  does  1938 
have  ? 

Mr.  Winter:  Counsel  seems  to  indicate  that 
there  is  some  difference  between  1938  and  1939. 
I  don't  think  there  is.  I  want  to  find  out  whether 
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the  accounts  were  handled  on  the  same  basis  or 
not.  That  is  the  year  in  which  the  taxpayer  ac- 
quired the  right  to  adopt  the  basis  which  we  are 
concerned  with  here.  It  was  the  year  1938  when 
they  first  adopted  that  basis  and  they  must  follow 
that  basis,  and  Counsel  knows  that,  because  it  was 
the  very  question  that  was  in  issue  in  Mr.  Ham- 
mond's own  case.  There  he  attempted  to  change 
the  basis.  I  am  not  sure  that  the  case  went  to  the 
Court  of  Appeals  but  at  least  the  Tax  [271] 
Court  held  that  he  could  not  change  the  basis. 

Mr.  Bischoff:  The  very  reason  we  are  here  in 
court  today  is  because  the  Revenue  Agent  says  in 
his  report  that  we  departed  from  the  accrual 
method  of  accounting  that  was  employed  in  1938 
and  upon  which  we  made  our  return  in  -1938;  he 
says  in  his  report,  in  so  many  words,  that  we  re- 
ported in  1938  on  the  percentage  basis  and  from 
1939  down  to  the  end  of  the  period  involved  we 
reported  on  the  accrual  basis  and  he  says  that  we 
had  no  right  to  do  that  because  we  did  not  get 
permission  to  do  so  subsequent  to  1938.  Let  me 
read  Your  Honor  his  statement.  Now,  Mr.  Winter 
stands  up  here  and  tells  Your  Honor  that  there 
is  no  difference  in  the  accounting  system  between 
1938  and  1939. 

The  Court:  You  can  read  that  later.  I  want 
to  take  up  these  reports  with  me  this  evening.  You 
don't  need  to  read  it  now.  Do  you  know  what  the 
question  is.  Miss  Novak?  Ask  it  again,  Mr.  Winter. 


Ross  B.  Hammond  309 

(Testimony  of  Rosalie  Novak.) 

Mr.  Winter:  Q.  You  read  a  few  minutes  ago, 
in  answer  to  Counsel's  question,  the  accounts  re- 
flected in  the  trial  balance  book.  Were  the  same 
accounts  in  the  trial  balance  book  in  1938? 

A.  As  nearly  as  I  can  tell,  they  are  the  same 
accounts. 

Q.  As  nearly  as  you  can  tell,  they  are  the  same 
accounts  ? 

A.  Accounts  receivable,  accounts  payable,  job 
accounts 

Q.  The  same  system  of  bookkeeping  was  adopted 
in  1938  and  continued  on  through  the  years,  did  it 
not? 

A.  I  was  not  here  in  1938.  I  couldn't  tell  you 
exactly.    [272] 

Q.     From  your  examination  of  the  records? 

A.  As  far  as  I  can  tell,  the  books  were  kept 
the  same  way. 

Q.  You  say  the  accounts  were  kept  on  an  ac- 
crual basis?  A.     I  think  so,  yes. 

Q.     You  are  speaking  about  the  accounts? 

A.     Well,  yes. 

Q.  Is  there  any  record  on  the  books,  in  any 
books,  of  the  supplies  on  hand,  the  materials  on 
hand  in  connection  with  any  contract  at  the  end 
of  a  taxable  year,  the  taxable  year  for  which  no 
billings  had  been  made? 

A.  I  do  not  believe  there  is  an  account  set  up 
in  any  year. 

Q.  There  is  no  inventory,  as  far  as  you  know? 
As  far  as  you  know,  the  books  reflect  no  inven- 
tory showing  amounts  of  material  on  hand  or  work 
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in  progress  at  the  end  of  the  year,  is  that  right? 

A.  It  seems  like,  when  we  were  going  through 
them,  there  were  a  couple  of  accounts  that  had  a 
very  small  portion  spent  and  there  was  no  way  of 
arriving  at  a  profit. 

Q.     Were  those  contracts  completed  that  year? 

A.  No.  It  Avas  just  the  very  begimiing  of  the 
contract;  not  over  a  thousand  dollars  spent  on 
them;  there  could  be  no  l:>asis  for  any  profit. 

Q.  That  is  the  only  adjustment  made  in  the 
books  with  respect  to  any  inventories  of  material 
on  hand  on  any  job  or  any  work  that  might  have 
been  done  on  a  contract  for  which  no  billing  [273] 
had  been  made,  is  that  right? 

A.  As  far  as  I  know.  If  there  were  materials 
billed,  they  would  appear  in  the  billings. 

Q.  Were  all  of  the  December  billings  accrued 
on  the  books A.     Yes. 

Q.     in  December? 

A.     Yes,  I  believe  so,  yes. 

Q.  How  about  the  Milwaukie  Housing  Pro- 
ject, were  all  of  the  billings  for  December  accrued 
on  the  books? 

A.     All  that  we — all  that  they  would  accept. 

Q.     All  that  they  would  accept? 

A.  All  that  they  would  accept  and  that  we 
could  collect  for  at  all  as  of  that  date. 

Q.  Were  billings  made  uniformly  at  the  end 
of  the  month,  or  were  they  made  upon  completion 
of  some  part  of  the  contract  for  which  you  were 
authorized  to  make  a  billing  ? 
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A.  Ordinarily,  as  we  went  alon^',  it  was  l^illed 
monthly,  if  possible.  Some  of  them  were  strung 
out  two  months  or  three  months,  if  there  was  no 
basis  of  collecting  it  before  that  time. 

Q.  Were  all  the  engineer's  estimates  as  of  De- 
cember 31,  1942,  or  were  they  at  other  times  during 
the  month  of  December,  1942? 

A.  There  would  be  an  engineer's  estimate  every 
month,  I  believe. 

Q.  Were  all  of  the  estimates  made  right  at  the 
close  of  the  year  or  would  they  be  made  maylie 
twenty  or  thirty  days  prior  to  the  end  of  the 
year?    [274] 

Mr.  Bischoff :  That  is  objected  to.  I  do  not  think 
it  is  proper  cross-examination.  There  are  some 
limits,  even  to  cross-examination. 

Mr.  Winter:  It  is  important  whether  the  esti- 
mates were  made  as  of  the  first  of  December  or  the 
31st.  Just  a  minute.  I  am  addressing  the  Court.  We 
think  it  is  important  to  know  whether  or  not  the 
estimates  were  made  as  of  December  31st  or 
whether  estimates  were  made  which  might  be  due 
on  the  1st  of  January.  I  mean,  the  2nd  or  3rd  of 
January  of  the  succeeding  year. 

The  Court:     Important  in  what  respect? 

Mr.  Winter:  It  is  important  in  respect  to 
whether  or  not  their  costs  that  had  been  incurred 
and  money  expended  would  be  included  in  some 
billings  that  would  not  be  billed  until  the  next  year 
and  would,  therefore,  take  into  consideration,  as 
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provided  by  the  Regulations.  As  the  Regulations 
provide,  consideration  must  be  given  to  those  mat- 
ters. 

The  Court:  The  contracts  state  when  estimates 
shall  be  made,  and  at  what  time,  don't  they? 

Mr.  Winter:  I  don't  think  so.  I  think  estimates 
can  be  made  when  they  submit  a  claim  to  the 
Government. 

The  Court :  What  contract  are  you  talking  about 
now? 

Mr.  Winter:  I  am  talking,  generally,  about  all 
the  contracts.  I  do  not  want  to  go  into  each  par- 
ticular contract. 

The  Court:  Just  take  any  one  contract.  There 
is  a  pile  of  them  there.  Pick  out  any  one  contract 
and  see  if  there  is  any  [275]  clause  in  it  with  re- 
spect to  when  estimates  are  made.  You  look  at  it. 
Don't  ask  me  to  read  it  to  find  a  clause  in  there. 

Mr.  Bischoff:  There  is  a  bundle  of  them.  The 
contracts  are  in  that  bundle. 

The  Court:  Can  we  agree  whether  or  not  it  is 
a  fact  each  contract  provides  the  time  that  esti- 
mates shall  be  made? 

Mr.  Bischoff:     Yes. 

The  Court:    What  is  your  view  about  it? 

Mr.  Bischoff:     They  require  monthly  estimates. 

The  Court:  All  right.  Let  us  find  the  clause. 
You  take  a  typical  contract,  you  and  Mr.  Jacob, 
and  find  the  clause  as  to  that. 

She  was  not  examined  on  this  in  chief,  Mr. 
Winter.  You  may  make  her  your  own  witness. 
This  woman  is  not  a  contractor  or  engineer  or  su- 
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perintendent.  She  is  a  bookkeeper.  She  testified  to 
nothing  about  this  in  chief.  If  you  want  to  ask 
her  about  any  contract,  you  get  it  and  hand  it  to 
her  and  give  her  a  chance  to  answer. 

Mr.  Winter:  In  all  due  respect  to  the  Court, 
I  was  going  to  ask  her  about  the  billings  which 
she  identified  and  testified  to.  I  want  to  ask  her 
about  these  estimates.  That  is  what  I  am  trying 
to  find  out  about. 

The  Court:  Did  you  ever  see  any  of  these  con- 
tracts,   Madam  ? 

A.  Yes,  I  have  seen  them  there  in  our  files  in. 
the   office. 

The  Court:  Were  you  familiar  with  them  from 
time  to  time?  [276]  A.     To  a  certain  degree. 

The  Court:  Do  you  know  what  they  provided 
as  to  estimates? 

A.  In  most  of  them,  you  are  entitled  to  make 
an  estimate  on  the  first  of  the  month  and  your  pay- 
ment would  be  received,  part  of  them  say,  within 
ten  or  fifteen  or  thirty  or  how  many  days  after 
that,  and  it  has  to  be  accepted  hy  the  owner  or  the 
owner's  representative  or  engineer. 

The  Court:  In  other  words,  estimates  were 
made  monthly,  in  most  instances?  A.     Yes. 

The  Court:  Do  you  know  of  any  rule  as  to  es- 
timates being  made  at  a  particular  time? 

A.  As  I  said  before,  when  it  was  possible,  at 
the  completion  of  a  job,  when  the  amount  is  not 
very  much,  or  there  is  a  question  where  they  have 
ahead}'  I'efused  them,  and  it  would  not  do  any 
good  to  submit  another  estimate. 
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The  Court:  The  same  clause  would  apply  as  to 
any  other  month  in  the  year.  December  would  be 
the  same  as  any  other  month  in  the  year  under 
the  contract? 

A.  Yes,  the  contract  in  the  case  of  Contract 
No.  207,  which  is  the  Milwaukie  Housing  Project, 
in  that  case  it  w^ould  not  have  done  any  good  to 
bill  them  for  that  amount  because  they  would  not 
pay  it  and  did  not  pay  it  until  late  in  the  next  year. 

The  Court:     Why? 

A.  They  would  not  accept  is  because  the  work, 
according  to  them,  [277]  was  not  suitable,  and  we 
did  not  know  how  much  money  we  would  have  to 
spend  in  order  to  put  it  in  suitable  shape. 

The  Court:     That  was  the  end  of  the  contract? 

A.     That  was  the  end  of  the  contract. 

The  Court:  There  was  a  dispute  at  the  end  of 
the  contract?  A.     Yes. 

The  Court:  But  I  mean  as  to  the  usual  case; 
December  is  no  different  than  any  other  month? 

A.     No. 

The  Court:     As  far  as  estimates  are  concerned? 

A.  That  is  right,  on  any  of  these  contracts 
where  we  had  any  lump-sum  amount  at  all. 

The  Court:     Go  on,  Mr.  Winter. 

Mr.  Winter:  Q.  Estimates  were  not  made 
every  month,  though,  were  they? 

A.     In   practically   all   cases. 

Q.  Well,  in  some  of  the  contracts,  estimates 
were  not  made  at  all  during  December,  though 
there  had  been  partial  work  completed  on  them? 
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A.  As  I  said,  in  the  Milwaukie  Housing  Pro- 
ject, I  doubt  very  much  if  there  was  any  estimate 
in  December. 

Q.  On  your  l^ooks  you  made  no  allowance  for 
any  amounts  for  which  estimates  had  not  been 
given,  although  a  considerable  amount  of  work 
had  been  expended  on  the  job? 

A.     If  w^e  could  not  get  the  money,  that  is  right. 

Q.  You  made  all  billings  which  we  have  re- 
ferred to? 

A.  I  did  not  make  the  billings  myself.  I  typed 
or  had  them  typed  up,  but  I  did  check  them. 

Q.  They  were  under  your  supervision  for  figures 
only? 

A.     That  is,  for  addition  and  computation. 

Q.  You  referred  to  an  exhibit,  that  bundle  of 
papers.  Exhibit  21.  You  say  that  exhibit  mcludes 
all  the  billings  or  estimates  on  all  the  contracts 
in  progress  during  the  years  1941,  1942,  1943  and 
1944,  is  that  right? 

A.  I  didn't  say  1944,  because  1944  is  not  in 
question  here,  is  it? 

Q.  Well,  there  were  some  of  the  contracts  that 
were  started  in  1942  that  were  not  completed  until 
1944,  weren't  there? 

A.  Yes,  that  is  true,  but  not  any  that  started 
in  1944.  Those  are  not  here. 

Q.     You  have  none  of  the  billings  for  1944? 

A.     Not  on  any  job  that  started  in  1944. 

Q.     That  is  what  I  mean.  A.     All  right. 

Q.    Any  job  that  started  prior  to  1944 
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A.  If  it  started  in  1942  or  1943  and  was  finished 
in  1944,  they  are  here,  I  am  sure. 

Q.  All  except  a  few,  I  think  you  said.  I  think 
you  said  there  were  a  few  exceptions? 

A.     That  is  right.   [279] 

Q.  Now,  with  I'esjiect  to  the  drawing  account  of 
Mr.  Hammond,  I  show  you  what  has  been  marked 
Exhibit  No.  33. 

Mr.  Bischoff:  You  asked  her  to  look  up  certain 
ledger  accounts,  and  tliey  are  produced  here.  The 
current  portion  of  the  ledger  was  taken  out  be- 
cause it  was  in  current  use  in  the  office,  and  it  was 
expected  the  ledger  would  be  in  use  here  for  a  long 
time,  so  we  sent  for  them.  They  are  here  now. 

Q.  (Mr.  Winter)  :  Your  counsel  has  handed  me 
three  sheets.  However,  they  appear  to  be  the  draw- 
ing account  of  Mr.  Hammond  for  the  period  of 
June,  1946,  through  August  31,  1947,  and  the  se- 
curities, stocks  and  bonds,  account,  apparently  for 
1945.  I  am  not  interested. 

I  am  interested  in  any  drawing  account  or  capital 
account  on  the  books  back  in  1942  or  1943  or  1944. 

A.  That  is  not  what  you  asked  me  for.  You 
asked  me  for  any  drawing  account  of  W.  A.  Ham- 
mond in  that  ledger.  I  said  it  didn't  start  until 
a])out  1945. 

Q.     That  is  when  it  was  prepared? 

A.  That  is  when  we  started  the  account  that 
w^as  finally  titled  ''W.  A.  Hammond." 

Q.     That  was  a  year  after  this  investigation? 

A.     I  don't  remember  the  date  we  started  it. 

Q.  I  show  you  what  has  been  marked  for  iden- 
tification as  Exhibit  No.  33.  What  account  is  that, 
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A.  This  was  at  that  time  an  accounts  payable 
account  and  any  [280]  payments  made  by  Ross  B. 
Hammond  personally  or  Ross  B.  Hammond  Com- 
pany that  were  applicable  to  the  expense  of  Wil- 
liam A.  Hammond  were  charged  to  this  account. 

Q.  From  what  record  did  you  take  these  sheets, 
Exhibit  33?  A.     From  the  journal. 

Q.     From  the  company  journal?  A.     Yes. 

Q.     In  the  books  of  the  company? 

A.     That  is  right. 

Q.  That  shows  the  drawing  account  of  Mr. 
Hammond,  does  it? 

A.  The  accounts  payable  account  of  Mr.  Ham- 
mond. 

Q.  It  also  shows  all  the  drawings  he  made  as 
against  that  account?  Does  it  show  any  reference 
prior  to  1944  to  any  partnership  profits  to  which 
he  was  entitled? 

A.  It  shows  no  partnership  profits  at  any  time, 
I  don't  believe. 

Q.  At  the  end  of  1943  did  you  accrue  in  that 
account  any  amounts  due  Mr.  Bill  Hammond  for 
his  profits  under  the  profit-sharing  agreement? 

Mr.  Bischoff:  Are  you  referring  to  these  ac- 
count sheets  in  her  hand? 

Mr.  Winter:     Yes. 

A.  Yes,  it  was  accrued  on  the  same  basis  as 
Mr.  Petersen. 

Q.     On  the  same  basis  as  Mr.  Petersen? 

A.     Yes. 

Q.  And  that  $37,000  is  in  here  as  due  him.  How^ 
was  that  computed?  [281]  What  was  that  computed 
from  ? 
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A.  That  is  the  figure  you  had  picked  out  which 
you  submitted  in  evidence,  typed  up  from  the 
journal  page.  I  don't  know  what  it  was. 

Q.     Page  126- J? 

A.     I  think  it  was;  could  be. 

Q.  You  are  familiar  with  these  billings  and  I 
am  not.  Will  you  show  us  the  December,  1941, 
billing  in  the  case  of  the  Guilds  Lake  contract. 
Contract  No.  210? 

A.     If  there  is  one,  I  will  show  it  to  you. 

Q.  Would  you  just  resume  the  stand?  Take  it 
up  to  the  stand  with  you.  As  I  understand  it.  Miss 
Novak,  you  have  taken  from  Exhibit  21,  which  is 
a  bvmdle  of  folders,  the  billings  and  estimates  on 
the  Guilds  Lake  construction  contract,  Contract 
210.  You  have  it  before  you?  A.    Yes. 

Q.  Will  you  give  the  date  of  the  last  billing 
on  that  contract  in  December,  1941? 

Mr.  Bischoff:  Do  you  want  December  or  do 
you  want  the  last  date  ? 

Mr.  Winter:  I  want  the  last  date  in  December, 
1941,  of  the  billings  in  that  case. 

Mr.   Bischoff:     1941? 

Mr.  Winter:     1941.  That  is  right. 

Mr.  Bischoff:     They  did  not  start  in  1941.  [282] 

Mr.  Winter:     What? 

A.  There  was  none  in  1941.  It  had  not  started 
in  1941. 

Q.     Are  you  sure  about  that? 

A.     Yes,  positive. 

Q.     I  was  in  error.  It  was  in  1942  and  1943. 
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A.  Apparently  November  was  the  last  one  that 
there  is. 

Q.     November  was  the  last  billing? 

A.  The  next  one  seems  to  be  combined,  Decem- 
ber and  January. 

Q.     When  was  the  last  billing  in  1942? 

A.  I  said  November  30th,  apparently.  The  next 
one  seems  to  be  a  combined  one. 

Q.  Then,  a  combined  billing  was  made  in  Jan- 
uary of  1943? 

A.  Probably  made  in  February  to  include  De- 
cember and  January. 

Q.  Then  no  income  accrued  on  your  books  for 
the  month  of  December? 

A.     Apparently  not. 

Q.  Just  wait  until  I  finish  my  question.  No  in- 
come accrued  on  your  books  from  that  contract  for 
the  entire  month  of  December  1942? 

A.  Apparently  not.  There  is  no  estimate  to 
support  it. 

Q.  But  all  expenses  were  accrued  for  that 
month?  A.     All  expenses,  yes. 

Q.     Yes,  but  no  income  reported? 

A.     That  is  right. 

Q.  When  would  the  income  be  reported  on  the 
January  billing,  [283]  which  was  for  December 
and  January,  1943?  Would  that  all  be  reported  in 
your  1943  return? 

A.  Apparently  it  was.  The  next  estimate  was. 
for  February,  covering  December,  1943. 

Mr.  Winter:     That  is  all. 
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Redirect  Examination 
By  Mr.  Bischofe: 

Q.  Pursuant  to  Mr.  Winter's  request  that  he 
made  before  the  recess  to  produce  the  drawing  ac- 
counts of  Ross  B.  Hammond  and  William  A. 
Hammond,  have  you  produced  those  in  court  here  i 

A.     Yes. 

Q.  Are  those  docmnents  here  now,  available  for 
usel 

A.  This  is  the  drawing  account  as  started  for 
W.  A.  Hammond. 

Mr.  Winter:  I  want  the  record  to  show  that  I 
intended  to  ask  for  books  and  records  here  in- 
volved, and  these  appear  to  be  for  1945,  1946  and 
1947  and  are  not  material.  Having  asked  for  them 
to  be  produced,  I  now  see  no  materiality  and  I  do 
not  want  them. 

Q.  (Mr.  Bischoff )  :  Miss  Novak,  you  have  been 
asked  in  your  cross-examination  about  an  examina- 
tion of  the  accounts  made  by  the  Revenue  Agent, 
Mr.  W.  G.  Williams.  Do  you  remember  that? 

A.    Yes. 

Q.  Is  that  the  gentleman  who  has  been  sitting 
here  in  the  courtroom  during  the  trial  of  this  case, 
next  to  Mr.  Winter?  A.     Yes,  it  is.  [284] 

Q.  He  was  over  in  your  office,  the  office  of  Ross 
B.  Hammond  Company,  making  an  examination? 

A.     Yes. 

Q.  Did  you  make  available  to  him  all  the  rec- 
ords that  he  wanted  in  connection  with  his  exam- 
ination? A.     Anything  that  he  asked  for. 


Boss  B.  Hammond  321 

(Testimony  of  Rosalie  Novak.) 

Q.  Did  you  withhold  anything  from  him  that 
he  wanted  or  thought  that  was  material  or  neces- 
sary at  the  time? 

A.  No,  I  didn't.  He  wanted  to  see  the  books  and 
he  saw  the  books. 

Q.     Did  you  give  him  all  the  books  he  wanted? 

A.  Yes.  If  there  were  any  other  questions  he 
asked,  I  gave  him  the  information  he  wanted. 

Mr.  Bischoff:     That  is  all. 

The  Court:  This  item  of  income  that  was  not 
shown  for  December,  1942,  what  was  the  amount  of 
that?  A.     I  don't  remember. 

The  Court:  Mr.  Bischoff,  I  am  asking  you.  It 
occurred  at  the  end  of  Mr.  Winter's  examination. 

Mr.  Bischoff:  I  did  not  hear  the  question,  your 
Honor.  I  beg  your  pardon. 

The  Court:     It  occurred  just  at  the  end  of  Mr. 
Winter's  examination.  He  asked  about  some  income 
that  was  not  shown;  the  expenses  were  accrued  but 
the  income  was  not  accrued. 
Mr.  Bischoff:     Yes.  [285] 

The  Court :  What  was  the  amount  of  that  ?  What 
are  we  talking  about?  $50  or  $50,000? 

Q.  (Mr.  Bischoif ) :  Could  you  tell  from  the 
monthly  estimates  of  the  Guilds  Lake  job  how  much 
was  involved  in  the  monthly  estimate  made  in  Feb- 
ruary of  1943  which  included  December,  1942? 

The  Court:     Just  approximately. 

Q.     (Mr.  Bischoff) :     The  approximate  amount. 

A.  For  the  two  months  together,  it  seems  to 
me — it  looks  like  about  $67,000  for  the  two  months. 

Q.     Are  you  able  to  state  from  the  papers  that 
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you  have  available  before  you  how  much  of  it  rep- 
resented Avork  done  in  December? 

A.     No,  I  couldn't  tell  you  that.  I  don't  know. 

Q.  Do  you  know  why  in  that  instance  Decem- 
iDer,  1942,  was  merged  with  January,  1943,  in  one 
estimate?  A.     No,  I  don't. 

The  Court:     Do  you  have  an  explanation  of  it? 

Mr.  Bischoff:  I  do  not  myself,  but  Mr.  Ham- 
mond says  he  knows  the  reason. 

A.  The  next  billing  seems  to  be  from — there  is 
only  one  left  after  that  which  seems  to  be  from 
February  1st  to  December  17th,  so  there  may  have 
been  quite  a  question. 

Mr.  Bischoff :  We  will  put  Mr.  Hammond  on  the 
stand  to  explain  that  item. 

Mr.  Winter:  In  view  of  the  developments,  I 
am  going  to  ask  leave  to  go  through  every  one  of 
the  contract  involved  here  [286]  and  put  that  in- 
formation in  the  record.  We  have  not  attempted  to 
reconcile  them  because  we  cannot. 

The  Court:  I  want  it  reduced  to  dollars  and 
cents.  That  is  all  I  am  asking  about. 

Mr.  Bischoff:     That  is  all. 

Recross-Examination 
By  Mr.  Winter: 

Q.  Do  you  know  whether  or  not  in  the  other 
contracts  the  same  situation  existed  as  we  have 
been  discussing? 

A.  Milwaukie  was  the  same  situation.  That  was 
at  the  end  of  the  year  and  we  could  not  collect  be- 
cause of  the  playgrounds,  I  believe  it  was. 
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Q.  What  about  Troutdale  where  you  accrued 
$1,036,625  in  income  and  accrued  $20,000  more  in 
expenses?  Was  it  the  same  situation  there? 

Mr.  Bischoft':  That  has  been  examined  into  a 
nimiber  of  times,  to  my  recollection.  At  this  time 
I  don't  think  he  should  be  permitted  to  go  into  it 
further. 

The  Court:     He  has  not  asked  her  about  it. 

A.  There  may  have  possibly  been  some  billings 
that  could  not  have  been  billed. 

Q.  (Mr.  Winter)  :  There  was  no  adjustment  on 
your  books  or  records  covering  any  of  the  contracts 
on  those  matters,  were  there? 

A.     Pardon?  [287] 

Q.  I  say,  there  were  no  adjustments  made  on 
your  books,  so  far  as  accruals  are  concerned,  cov- 
ering any  of  these  items  or  any  of  the  contracts? 

A.     No  adjustments? 

Q.  That  is  right;  no  adjustments  for  billings 
that  could  be  made  that  were  not  made  and  that 
were  reflected  in  the  next  year's  income? 

A.  I  don't  remember  whether  there  were  ad- 
justments made  on  the  contracts.  I  presume  there 
were,  but  possibly  there  were  not. 

Q.  The  November  30th,  1942,  billing,  do  you 
have  it?  A.     Yes. 

Q.  Where  was  that  entered  in  the  books?  Will 
you  show  us  where  it  was  entered  in  the  books? 

A.     I  imagine  at  the  end  of  November. 

Q.     Will  you  just  check  it  and  let  us  know? 

The  Court:  Look  it  up  some  other  time.  Let  us 
get  along.  Let  it  go  until  the  next  recess. 
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Q.  (Mr.  Winter) :  A¥hat  was  the  date  of  that 
billing  and  the  amount  of  the  billing? 

x\.  I  didn't  check  it.  I  will  have  to  have  the 
book  again;  I  mean,  the  folder. 

Q.  What  was  the  amount  of  the  billing?  Would 
you  enter  it  on  your  books  as  of  the  date  of  the 
billing  or  when  it  was  paid? 

A.  It  would  have  been  entered  on  the  date  of 
the  billing;  that  is,  for  the  period  covered.  If  it 
was  covering  the  1st  of  [288]  November  to  the  30th 
of  November,  it  would  be  entered  in  November. 

Q.  You  do  not  find  where  it  was  entered  on  the 
books?  A.     I  do  not  find  it  now. 

Q.  Would  you  get  the  billings  for  the  Columbia 
Steel  Casting  plant,  the  last  billing  for  the  year 
for  Job  213,  for  the  year  1943? 

A.     You  say  1943? 

Q.     That  is  right. 

Mr.  Bischoff:     What  is  the  number  of  that? 

Mr.  Winter:     213. 

A.     They  were  billed  separately  in  that  case. 

Q.     When  was  the  last  billing  in  1943? 

A.     December  31st. 

Q.     How  much  is  the  amount  of  the  billing? 

A.  Well,  I  will  have  to  add  them  up.  There  are 
several  different  buildings  that  were  being  worked 
on.  There  was  additional  work,  apparently. 

Q.  When  were  those  billings  entered  on  the 
books?  A.     December  31st,  I  suppose. 

Q.  Can  you  show  us  in  the  books  where  they 
are  entered  on  December  31st? 
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A.  December  31,  1943,  by  our  credit  entry  of 
apparently  three  hundred  and  some  dollars.  There 
is  a  credit  memo.  It  was  credited  to  the  job.  Then 
there  was  a  credit  memo  that  would  have  reduced 
the  actual  billing,  a  credit  from  some  previous  [289] 
month. 

Q.  In  other  words,  the  billing  was  reduced  by 
the  amount  of  the  credit?  A.     Yes. 

Q.     How  much  is  the  amount  of  the  credit? 

A.     $837. 

Q.     How  much  was  the  billing? 

A.     $381  is  the  amount  set  up. 

Q.  The  excess  amount,  then,  was  not  accrued; 
therefore,  not  credited  prior  to  the  end  of  the  year? 

A.  There  were  credits  accrued  before  the  end 
of  the  year,  but  there  were  also  some  at  the  end  of 
the  year. 

Q.  The  amount  of  the  credits  would  not  be  re- 
flected in  the  income  for  the  year  1913  and  still  it 
represents  the  income  for  1942?  A.     1942. 

Q.  Let  us  take  the  Northwest  Ice  Company,  the 
last  billings  of  the  Northwest  Ice  Company. 

A.  Northwest  Ice  Company.  There  is  no  bill- 
ing. That  is  one  of  the  exceptions  because  it  was 
cost-plus.  They  were  paying  all  the  bills.  We  had 
some  labor  is  all,  but  they  paid  all  the  material  bills. 

Q.     You  accrued  all  the  labor? 

A.     Well,  we  actually  paid  the  labor. 

Q.     Yet  you  did  not  receive  payment  until 

A.  We  did  not  receive  it  until  the  very  end  of 
the  job. 

Q.    Which  was  in  the  next  year?  A.    Yes. 
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Q.  You  did  not  accrue  that  payment  during  the 
year  1943,  did  you?  What  would  the  amount  of  it 
be?  Do  you  have  any  record  there? 

A.  Well,  it  started  at  $5,000  and  it  ended  up 
$8,900. 

Q.  You  accrued  as  income  $15,000  in  the  next 
year?  A.     Oh,  no.  In  what  year? 

Q.     In  1944? 

A.  The  Revenue  Agent  examined  the  books  in 
August,  1944,  and  the  entries  were  not  all  made  at 
that  time.  213,  Columbia  Steel,  215  and  216  were 
all  completed  in  the  next  year,  but  the  Revenue 
Agent  did  not  technically  take  the  figures  as  they 
stood  on  the  books  at  the  time  of  his  report  or 
examination. 

Q.     You  reported  in  your  return  for  1944 

A.  You  have  not  audited  the  1944  return.  Those 
are  not  in  question. 

Q.  Will  you  refer  to  Contract  No.  208  and  give 
us  the  last  billing,  the  Troutdale  Aluminimi  Plant, 
for  the  year  1941? 

A.     $59,000  was  the  total  amount. 

Q.     When  was  that  billed? 

A.     December  31st. 

Q.  Are  you  looking  at  the  billing  or  looking 
at  the  books?  A.     Looking  at  the  ledger.  [291] 

Q.     Will  you  look  at  the  ledger? 

A.  There  isn't  a  single — there  is  not  just  one 
bill;  there  are  several  bills. 

Q.     Will  you  look  at  those  bills,  please? 

Mr.  Bischoff :  May  it  please  the  Court,  when  Mr. 
Winter  began  this  line  of  cross-examination,  I  did 
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not  anticipate  the  extent  to  which  he  wonld  go  in 
conducting  it,  but  I  think  it  is  time  to  call  the  at- 
tention of  the  Court  to  the  fact  that  the  Revenue 
Agent's  report  here  has  raised  no  issue  about  any 
of  our  billings.  He  has  accepted  all  of  the  income 
accrued  in  those  various  years  and  predicated  his 
comi:>utations  upon  that  information. 

When  your  Honor  gets  this  report  and  has  had 
time  to  digest  it,  you  will  see  that  there  is  no  ques- 
tion raised  as  to  any  figures  involved  but,  on  the 
contrary,  he  uses  these  figures  to  make  his  computa- 
tion. 

The  only  issue  that  he  raises  is  that  he  says  we 
should  adopt  an  altogether  different  basis,  a  per- 
centage-of-completion  instead  of  the  accrual  basis. 

Now,  by  this  cross-examination  he  is  attempting 
to  challenge  the  accuracy  of  these  accruals  in  dif- 
ferent years  and,  it  seems  to  me,  he  is  engaged  in 
an  examination  that  is  fruitless  for  any  purpose 
here.  We  have  no  inclination  to  withhold  any  in- 
formation nor  to  bar  any  examination,  but  I  think 
it  ought  to  be  within  the  limits  of  any  issues  ten- 
dered here.  [292] 

Mr.  Winter:  The  sole  issue  in  this  case,  your 
Honor,  is  whether  or  not  this  taxpayer  made  proper 
accruals  of  income  and  reported  the  proper  income 
in  this  case.  That  is  the  whole  basis  of  the  Ex- 
aminer's determination.  The  accounts  are  kept  on 
an  accrual  system  but  they  do  not  take  into  con- 
sideration the  other  items  which  necessarily  must 
be  considered,  such  as  this  $59,000  which  is  reflected 


328  J.  W.  Moloney  vs. 

(Testimony  of  Rosalie  Novak.) 

in  the  next  year's  income.  That  is  the  whole  issue 

in  the  case. 

The  Court:  Gentlemen,  from  now  on  you  will 
be  required  to  agree  on  a  pre-trial  order  before  I 
try  a  case  for  you  gentlemen  again. 

Mr.  Winter:     This  case  involves  about  $175,000. 

The  Court:  I  don't  care  if  it  involves  $1,175,000. 
From  now  on  you  will  be  required,  before  you  try 
a  case  before  me,  a  tax  case  before  me,  to  set  out 
in  a  pre-trial  order  what  the  issues  are.  I  don't 
know  what  they  are. 

I  heard  Mr.  Bischoff  say,  in  passing,  in  his  open- 
ing remarks,  something  about  some  possible  errors 
in  the  accrual  system.  His  point  was  that,  even 
though  there  were  errors,  that  did  not  vitiate  the 
fact  that  that  was  the  system  in  use.  As  near  as  I 
can  understand,  what  you  are  jangling  about  now  is 
that  you  claim  the  errors  are  of  such  magnitude 
that  that  does  vitiate  the  system. 

Mr.  AVinter:     Yes. 

The  Court:  Since  you  have  not  set  up  your  is- 
sues, as  I  [293]  shall  hereafter  require  you  to  do, 
we  will  go  on  and  make  the  best  we  can  of  it.  Con- 
tinue with  your  questions. 

Q.  (Mr.  Winter) :  Do  you  have  the  last  bill- 
ings for  1941  for  the  Troutdale  Aluminum  Plant, 
Job  2081  A.     These  are  the  billings. 

Q.     You  have  them  with  you?  A.     Yes. 

Q.  Would  you  read  off  the  amount,  the  dates  of 
the  billings  and  the  amounts? 

A.  December  29th,  $15,676.30;  December  31st, 
$17,928.94. 
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Q,     The  next  one? 

A.     December  31st,  $16,783.51;  $323.64. 

Q.  Where  were  those  amounts  accrued  on  the 
books?  A.     Where? 

Q.    Yes. 

x\.     They  were  accrued  on  December  31st. 

Q.     In  what  book?  A.     In  the  journal. 

Q.     At  page  what?  A.     Journal  1096. 

Q.     1096?  A.     Yes. 

Q.  Would  you  just  read  the  entry  from  the 
journal  so  we  won't  have  to  have  the  page  marked. 

A.     Page  1096?  [294] 

Q.     Yes. 

A.  Each  one  of  these  is  entered  separately  and 
the  total  is  listed  in  the  ledger. 

Q.     The  total  is  how  much? 

A.  $59,775.31  was  the  total  accrued  to  the  Trout- 
dale  account. 

Q.  That  is  the  total  amount  which  you  reported 
as  income  during  the  year?  A.     Yes. 

Q.  Now,  go  to  December  of  1942.  Before  we  go 
there— Well,  all  right.  A.     Total  $8,945.30. 

Q.     What  was  the  date  of  the  last  billing? 

A.     December  31st. 

Q.     Would  you  get  the  billing? 

A.     There  are  several  billings  for  that  date. 

Q.     Several  billings  on  the  same  date? 

A.     Well,  yes,  there  were.  This  was  not  billed. 

Q.  Those  billings  were  not  made  at  the  end  of 
the  month?  They  were  made  at  different  times  in 
the  month? 

A.     I  guess  they  were  at  the  end  of  the  month. 
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Q.     What  are  the  dates  of  the  billings'? 

A.     Some  on  the  3rd,  some  on  the  18th. 

Q.     The  3rd  of  December,  1941? 

A.  1942;  and  there  were  some  made  January  1, 
1943.  I  am  not  sure  offhand  where  they  went.  That 
is  apparently  for  December.  [295] 

Q.     What  do  you  mean  by  "this"? 

A.     December  3,  December  18  and  January  6. 

Q.     They  all  went  into  December  of  1942? 

A.    Yes. 

Q.  Those  l^illed  in  January,  1943,  went  into 
December,  1942?  A.    Yes. 

Q.  What  are  the  amounts  that  were  billed  in 
January  that  were  accrued  in  1942? 

A.     Well,  they  are  relatively  small. 

Q.  Was  it  the  purpose  to  accrue  some  billings 
right  after  the  close  of  the  year  back  into  1942? 

A.  They  were  not  made  up  until  January.  They 
were  dated  in  January  but  they  w^ere  covering,  ap- 
parently, December  work. 

Mr.  Bischoff :     Talk  louder. 

A.  I  said:  They  were  made  up  just  after  the 
first  of  January  and  dated  in  January  but  they 
covered  December  work. 

Q.  (Mr.  Winter)  :  These  billings  covered  dif- 
ferent component  parts  of  the  contracts? 

A.  Separate  billings.  In  fact,  I  think  each  one 
of  these  billings  was  on  a  separate  bill  date.  There 
were,  I  don't  know  how  many,  buildings  on  the 
whole  job. 

Q.  If  the  billing  was  accrued  on  December  3, 
1942,  there  might  not  be  a  billing  on  that  particular 
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job   until   January   of  the   next  year,   nearly   t^Y() 

months  ? 

A.  In  this  case  it  was  dated  January  6th  and 
another  billing  [296]  was  dated  February  4th. 

Q.     As  each  component  part  was  completed? 

A.  And  as  each  component  part  was  billable, 
then  it  was  billed. 

Q.  Any  adjustments  made  on  the  books  as  of 
December  31st  with  respect  to  work  which  had 
been  completed  but  for  which  no  billings  had  been 
made?  A.     No,  just  the  billings. 

Mr.  Winter:  If  the  Court  please,  I  think  that 
is  all  except  I  want  to  examine  her  about  Guilds 
Lake  if  she  can  find  the  billings  on  Guilds  Lake. 

The  Court:  You  look  that  up  and  come  back 
for  redirect. 

Mr.  Winter:  In  connection  with  the  testimony 
of  this  witness,  we  will  now  offer  Pages  49  to  Page 
54  of  the  trial  balance  book,  which  is  in  evidence  as 
Exhibit  No.  24. 

Mr.  Bischoff :     What  is  No.  24? 

Mr.  Winter:     That  is  the  trial  balance  book. 

Mr.  Bischoff:     What  are  the  pages,  again? 

Mr.  Winter:     The  pages  with  respect  to 

Mr.  Bischoff:     1938? 

Mr.  Winter:     1938,  Pages  49  to  54. 

Mr.  Bischoff:  Object  to  those,  your  Honor,  as 
immaterial.  Those  years  or  that  year,  rather,  is  not 
involved. 


332  J.  W.  Moloney  vs, 

(Testimony  of  Rosalie  Novak.) 

The  Court:  Admitted,  subject  to  the  objection. 
(Pages  49  to  54,  inclusive,  of  trial  balance 
book  thereupon  marked  as  a  part  of  Exhibit 
No.  24.)   [297] 

Mr.  Bischoff:     Is  that  all? 

Mr.  Winter:  Except  for  the  billings  on  Guilds 
Lake. 

Mr.  Bischoff :     Didn't  she  have  those  out  for  you? 

Mr.  Winter:  No.  You  could  not  find  where  it 
was  entered  in  the  books? 

A.    You  said  billings? 

Mr.  Winter:  I  want  the  dates  when  those  bill- 
ings are  entered  on  the  books  and  the  amounts. 

A.  Incidentally,  that  $57,000  must  have  been 
an  error— that  is  $67,000. 

Q.  Tell  us  the  date  of  the  billing  and  the  date 
entered  on  the  books  and  the  amount.  Give  us  the 
date  of  the  billing  and  the  amount,  first. 

A.     December  3,  1942,  seems  to  be  the  billing. 

Q.     The  amount  of  the  billing? 

A.  The  total  of  the  billing  is  $126,415.85,  less 
retained  percentage.  $126,415.85  was  set  up. 

Q.  That  was  set  up  on  the  books  as  of  what 
date?  A.     It  is  here  as  November  30th. 

Q.     The  billing  is  dated  November  3? 

A.     December  3. 

Q.  But  it  is  set  up  on  your  books  as  Novem- 
ber 3?  A.     That  is  right. 

Q.     Journal  Page  113?  112  or  113? 

A.     No,  113.  [298] 

Q.  Now,  give  us  the  date  of  the  January  bill- 
ing? 
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Mr.  Bischoff:     January,  1944. 

A.  February  13,  1943.  I  read  this  one  incor- 
rectly. 

Q.     (Mr.  Winter)  :     May  I  see  the  billing? 

A.  They  nuist  have  not  paid  the  month  befoi'e 
and  that  is  the  reason,  $14,039.15,  but  I  don't  see 
the  retained  percentage  that  was  collected  on  this 
here. 

Q.     The  amount  of  the  voucher  is  $67,715.24. 

A.  That  includes  $52,000  of  retained  percentages 
which  had  already  been  entered  as  income  in  the 
previous  year,  so  for  the  month  of  January — $14,- 
839.15.  This  other  was  in  error. 

Q.  Did  you  accrue  the  retained  percentage  on 
$67,000  in  1942  then  before? 

A.  That  was  accrued  in  1942,  yes.  That  is  al- 
ways set  up  as  accrued  to  the  job.  It  is  not  an  ac- 
count in  accounts  receivable  because  it  is  not  due 
until  the  completion  of  the  job,  but  we  figure  it  as 
income. 

Q.  Will  you  point  out  to  me.  Miss  Novak,  where 
the  retained  percentage  is  shown? 

A.  The  retained  percentage  is  not  actually 
shown.  The  retained  percentage  represents  about 
five  per  cent,  whereas,  in  the  month  before,  it  was 
$107,000— We  billed  them  for  $54,000  each  month, 
December  and  January,  and  the  next  month  it 
was  $19,000  in  February— Well,  it  was  not  $19,000 
because  there  was  a  credit  against  it  later.  [299] 

Q.  What  amount  do  you  show  as  accrued  in 
1943?  Is  that  the  difference  between  $54,000  and 
$67,718.24? 
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A.  Well,  in  January,  $14,839.15,  and  we  have 
the  same  thing  the  next  month. 

Q.  That  exhibit  which  you  handed  me  shows 
that  the  building  was  not  98-7/lOths  completed? 

A.     That  does  not  mean 

Q.     I  say,  that  is  what  it  shows,  does  it  not? 

A.  That  is  what  it  does  show  because  of  the 
amount  completed. 

Q.  In  other  words,  that  is  the  engineer's  esti- 
mate as  to  the  percentage  of  completion,  the  com- 
posite percentage  of  completion  of  the  job? 

A.     Yes. 

Q.     It  is  shown  on  that  exhibit? 

A.  It  says  '^ Percentage  Complete."  However, 
that  does  not  mean  the  actual  percentage  complete. 
That  is  just  the  actual  money. 

Mr.   Winter:     That  is  all. 

Mr.  Bischoff:     That  is  all. 

(Witness  excused.)   [300] 

ROSS  B.  HAMMOND 

plaintiff  herein,  having  been  previously  duly  sworn, 
was  recalled  as  a  witness  on  his  own  behalf  and 
was  examined  and  testified  as  follows: 

Direct  Examination 
By  Mr.  Bischoff: 

Q.  Mr.  Hammond,  in  connection  with  the  Guilds 
Lake  job.  Contract  210,  it  appears  that  no  billing 
was  made  for  the  month  of  December,  1942,  but 
that  a  composite  or  joint  billing  was  made  for  the 
month  of  December,  1942,  and  the  month  of  Jan- 
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nary,  1943.  Can  yon  explain  why  that  was  done  in 
that  instance,  or  the  reason  for  there  being  no  bill- 
ing in  December  ? 

A.  It  was  a  very  similar  case  to  the  Milwankie 
Housing  Project.  As  far  as  we  were  concerned,  we 
assumed  that  we  were  through  or  practically  so, 
])ut  there  developed  quite  an  argument  about  how 
w^e  had  completed  any  of  the  houses  on  the  interior 
and  also  whether  they  were  going  to  accept  the 
sewer  system,  which  was  quite  a  big  item,  and  they 
refused  to  recognize  the  completion  on  time  to 
permit  of  billing  that  amount  of  work.  What  those 
figures  were  I  don't  remember  at  all,  but  it  was  a 
considerable  amount  because  of  the  large  amount  of 
heavy  construction,  and  they  did  not  accept  the 
sewers  until,  I  think — it  seems  to  me  it  was  Feb- 
ruary, and  I  think  it  was  considerably  later  than 
that  when  they  accepted  all  the  rest,  because  we 
argued  about  it  over  quite  a  considerable  period  of 
time,  and,  of  course,  there  was  no  way  of  billing  it 
because  we  could  not  bill  it  until  we  [301]  produced 
the  architect's  certificate. 

Q.  They  would  not  issue  a  certificate  in  Decem- 
ber? 

A.  Oh,  would  not  issue  a  certificate  at  least  for 
any  amount  that  we  felt  that  we  were  entitled  to. 

Q.     You  did  not  agree  upon  it  and  so 

A.  We  did  agree  upon  it  and  so  he  did  not 
pay  us. 

Mr.  Bischoff:     That  is  all. 

Mr.  Winter:     That  is  all. 

(Witness  excused.)  [302] 
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was  thereupon  produced  as  a  witness  on  behalf  of 
the  plaintiff  and,  being  first  duly  sworn,  was  exam- 
ined and  testified  as  follows: 

Direct  Examination 
By  Mr.  Bischoff: 

Q.     What  is  your  full  name? 

A.     A.  V.  Petersen. 

Q.     Where  do  you  live,  Mr.  Petersen? 

A.     625  Southeast  52nd. 

Q.     AVould  you  please  talk  louder?  A.     Yes. 

Q.     How  old  are  you?  A.     Thirty-seven. 

Q.     What  is  your  occupation? 

A.  Greneral  superintendent  for  Ross  B.  Ham- 
mond Company. 

Q.     Construction  superintendent?  A.    Yes. 

Q.  How  long  have  you  been  in  the  employ  of 
the  Ross  B.  Hammond  Company? 

A.     About  fifteen  years. 

Q.     Continually?  A.     Yes,  sir. 

Q.  In  February,  1942,  did  you  know  whether 
any  partnership  agreement  was  entered  into  be- 
tween Ross  B.  Hammond  and  his  son  Bill?  [303] 

A.     No,  I  didn't. 

Q.  You  were  not  told  anything  about  that  in 
the  year  1942  ?  A.     No,  I  was  not. 

Q.     Or  1943? 

A.     I  don't  think  it  was  in  1943. 

Q.  When  did  you  first  learn  about  the  existence 
of  a  partnership  between  Mr.  Hammond  and  his 
son? 

A.  I  believe  it  was  approximately  two  years  or 
so  after — Well,  it  was  about  1944  some  time. 
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Q.  From  whom  did  you  learn  of  the  existence 
of  the  partnership?  A.     Mr.  Hammond. 

Q.  And  in  what  connection  did  he  tell  you  or 
inform  you  of  the  existence  of  the  partnership? 
How  did  it  come  about  that  he  made  the  disclosure 
to  you? 

A.  Well,  it  was  during  a  general  discussion  that 
we  had  in  his  office.  He  mentioned  the  fact  that  he 
and  Bill  had  formed  a  partnership  in  the  company. 

Q.     Were  you  surprised  at  that  information? 

A.     Not  particularly,  no. 

Q.  Did  you  say  anything  to  him  about  that  when 
you  learned  that  he  had  formed  a  partnership? 

A.  Well,  no  more  than  just  the  general  details 
on  it  or  general  information. 

Q.  Did  he  tell  you  when  the  partnership  was 
formed?  A.     Not  particularly,  no.   [304] 

Q.  Did  he  tell  you  why  the  information  had 
been  withheld  from  you? 

Mr.  Winter:     Objected  to  as  hearsay. 

The  Court:     Answer  the  question. 
(Question  read.) 

A.  Generally,  he  just  mentioned  the  fact  that 
he  wished  it  to  be  a  secret,  particularly  from  one  of 
our  former  associates. 

Q.     Who?  A.    Mr.  Mason. 

Q.  Do  you  remember  entering  into  a  contract 
yourself  with  Mr.  Hammond  regarding  your  em- 
ployment ?  A.     Yes. 

Q.     In   February,   1942?  A.     Yes,   sir. 

Q.  Had  there  been  any  discussion  about  a  part- 
nership for  you? 
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A.     A  partnership  for  me*? 

Q.  Yes.  Had  you  been  asked  for  a  partnership 
interest  in  the  business  prior  to  that  date? 

A.    Well,   no,  not  a  partnership  interest. 

Q.  In  the  course  of  your  work,  Mr.  Petersen, 
particularly  in  the  years  1941  to  1944,  did  you  have 
anything  to  do  with  the  matter  of  making  up  esti- 
mates upon  which  bills  for  payment  were  to  be 
rendered?  A.     Yes,  sir,  I  did. 

Q.  State  what  your  work  was  in  that  connec- 
tion? [305] 

A.  Well,  preparing  the  amount  of  work  com- 
pleted during  the  month  for  invoicing  purposes.  In 
other  words,  we  were  on  the  job  and  would  figure 
the  amount  of  concrete  that  had  been  poured  dur- 
ing the  month. 

The  Court :  You  have  covered  that  with  two  wit- 
nesses, now.  It  is  cumulative. 

Mr.  Bischoff :  If  your  Honor  thinks  it  is  cumula- 
tive, I  will  not  pursue  it. 

The  Court:     No. 

Mr.  Bischoff :  I  want  to  ask  one  question  in  that 
connection  with  your  Honor's  permission. 

Q.  In  accumulating  your  information  that  was 
to  be  included  in  the  estimates  upon  which  the  bills 
were  to  be  rendered,  did  you  include  materials  that 
had  been  delivered  to  the  job? 

A.  Yes.  If  any  large  material  items  would  be 
stored  on  the  job,  they  would  naturally  be  in- 
cluded. 
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Q.  Did  you  ever  have  any,  what  yon  might  call, 
inventory  of  materials  on  hand;  that  is,  in  stock 
piles,  not  for  immediate  use? 

A.     On  each  job? 

Q.     On  any  job. 

A.  Some  of  them,  yes,  we  would;  some  of  them 
we  would  not. 

Q.  At  any  rate,  whatever  materials  you  did  bring 
on  the  job  were  included  in  your  billings? 

A.     Yes.  [306] 

Mr.  Winter:  He  didn't  say  that.  He  said  they 
had  a  lot  of  materials  on  the  job. 

The  Court:  You  may  ask  him  that  on  cross- 
examination. 

Q.  (Mr.  Bischoff ) :  Before  the  final  estimate 
was  made  up,  did  you  go  over  the  items  with  the 
engineers  and  architects  who  were  required  to  ap- 
prove them?  A.     Yes. 

Q.  Did  they  approve  those  bills  as  you  prepared 
them? 

A.  Yes.  They  were  checked  before  they  were 
sent  in  to  the  office. 

Mr.  Bischoff:     That  is  all. 

Cross-Examination 
By  Mr.  Winter: 

Q.  Did  your  estimates  always  include,  up  to  De- 
cember 31st,  all  stock  piles  on  hand  ?  In  other  words, 
if  you  were  preparing  an  estimate  as  of  December 
1st,  your  estimate  would  not,  of  course,  include  any 
stock  pile  of  materials  on  hand  up  to  December 
31st,  would  it? 
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A.  If  there  was  a  surplus  of  material  on  hand 
as  of  the  end  of  any  month  it  would  be  included  in 
the  estimate  for  that  particular  month. 

Q.  The  estimates  were  not  made  on  all  jobs  at 
the  end  of  each  month.  They  were  made  at  different 
times  during  the  month,  whenever  the  work  was 
completed  ? 

A.  Not  generally,  no ;  they  were  generally  made 
at  the  end  of  the  [307]  month. 

Q.  On  any  of  your  contracts,  could  you  bill  for 
all  materials  on  hand  or  could  you  only  bill  for 
the  portion  of  the  building  that  was  completed? 

A.     I  don't  believe  I  understand. 

Q.  I  will  put  it  this  way:  In  all  of  your  con- 
tracts, could  you  bill  for  materials  on  hand? 

A.  If  you  had  material  stored  on  the  job,  you 
could  bill. 

Q.     On  all  contracts? 

A.     If  that  was  stipulated,  yes. 

Q.  If  that  was  not  stipulated,  then,  of  course, 
you  did  include  the  materials  on  hand,  did  you? 

A.     No,  we  would  not. 

Q.  When  could  you  bill  for  the  portion  of  a 
building  that  was  under  construction  which  had 
not  been  completed  to  such  a  stage  that  it  could  be 
estimated  as  to  the  percentage  of  completion? 

A.     I  don't  think  I  understand  that  question. 

Q.  In  other  words,  suppose  you  were  building 
a  smokestack  and  it  was  half  up.  Could  you  bill  for 
that?  On  your  estimate,  could  you  bill  for  the 
smokestack  before  it  was  completed,  or  would  you 
wait  until  you  completed  a  unit  ? 
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A.  No,  if  it  was  half  finished  we  would  probably 
bill  for  half  of  it.  It  depends  on  the  type  of  job 
you  are  doing. 

Q.  It  made  a  difference  what  type  of  contract 
you  were  working  on,  and  the  state  in  which  the 
construction  was  at  the  time  of  [308]  the  billing? 

A.     Yes. 

Q.  In  other  words,  you  would  have  considerably 
more  money  invested  in  cost  of  construction — not 
considerably  more,  but  you  would  have  almost  as 
much  in  cost  of  construction  as  you  would  have  in 
the  amounts  of  billings?  A.     I  don't  know. 

Q.     What? 

A.     I  don't  know,  on  that  one. 

Q.  Well,  if  you  had  to  take  out  a  lot  of  ma- 
terials and  a  lot  of  equipment  in  construction,  that 
would  cost  you  money,  wouldn't  it? 

A.     Well,  it  all  depends. 

Q.  Did  the  estimates  that  you  made  involve  the 
percentage  of  the  completion  of  the  building  or 
were  they  based  on  the  amount  invested  in  the 
building  ? 

A.     Well,  which  estimates  are  you  referring  to? 

Q.     The  estimates  that  you  made. 

A.  They  were  made  two  different  ways.  One  job 
was  on  a  yardage  basis  and  another  job  would  be 
on  the  portion  of  the  work  completed. 

Q.     The  percentage  of  completion? 

A.  Not  particularly.  One  job  would  be  on  the 
concrete  yardage  on  that  particular  building  for 
that  month;  on  another  job  it  would  be  the  per- 
centage   of    the    work    that    had    been    completed 
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to   [309]   date.  In  other  words,  if  yon  had  25  per 

cent  done,  yon  wonld  bill  accordingly. 

Q.  In  answer  to  Counsel's  question,  you  say 
with  respect  to  this  so-called  partnership — Did  you 
understand  in  February,  1942,  that  Mr.  Bill  Ham- 
mond was  a  partner?  A.     No,  I  didn't. 

Q.     You  didn't  know?  A.     No. 

Q.  Did  you  understand  that  he  was  working  the 
same  as  you  were,  on  a  percentage  of  the  profits? 

A.     I  knew  he  had  a  contract  similar  to  mine. 

Q.     A  contract  similar  to  yours?  A.     Yes. 

Q.  Did  he  exercise  control  as  a  partner  in  the 
business?  A.    Equal  control. 

Q.  Equal  control  in  the  business  with  his  fa- 
ther? 

A.  Well,  I  wouldn't  say  it  was  very  equal,  but 
it  was  in  a  partnership  way,  if  that  is  what  you 
mean. 

Q.  Did  he  exercise  any  more  control  over  the 
business  than  you  did? 

A.     I  wouldn't  say  more,  no. 

Q.  Did  he  exercise  any  more  control  or  voice  in 
the  business  than  Mr.  Mason  did? 

A,  As  far  as  jobs,  probably  not;  possibly  in  the 
office,  yes. 

Q.     Possibly  in  the  office?  [310] 

A.     Yes,  but  I  don't  know  about  that. 

Q.  In  other  words,  there  was  no  difference  in 
his  right  of  control  over  you  prior  to  February  3, 
1942,  than  there  was  subsequent  to  1942,  was  there  ? 

A.  Well,  prior  to  that  time  I  was  employed 
directly  by  Mr.  Hammond. 
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Q.  After  that  time,  whom  were  you  em- 
ployed by? 

A.  Working  directly  with  Mr.  Hammond.  It 
wasn't  in  connection  with  Bill  Hammond  at  all, 
then. 

Q.     That  was  after  February,  1942? 

A.     Correct. 

Q.  Counsel  asked  you  whether  or  not  you  asked 
Mr.  Hammond  to  take  you  in  partnership,  and  I 
think  you  said  you  were  not  asking  that,  but  for  a 
percentage-of -profits  arrangement  ? 

A.     That  is  correct. 

Q.  Did  you  ever  ask  to  be  made  a  partner  in 
the  business!  A.     No,  I  have  not. 

Q.  Do  you  know  whether  Mason  ever  asked  to 
be  a  partner  in  the  business? 

A.     Not  in  my  presence.  I  don't  know. 

Q.     All  you  wanted  was  a  percentage  of  profits? 

A.  I  wanted  a  share  of  the  profits,  yes,  on  some 
sort  of  a  basis,  percentage  basis. 

Q.  Would  it  have  made  any  difference  to  you  if 
Mr.  Bill  Hammond  had  been  a  partner  in  the  busi- 
ness? [311]  A.     Not  at  all. 

Q.     Did  you  ever  discuss  it  with  Mr.  Mason? 

A.     Well,  possibly. 

Q.  Was  Mr.  Bill  Hammond  present  when  you 
signed  your  agreement? 

A.  No,  not  when  I  signed  my  agreement  with 
Mr.  Hammond,  no. 

Q.    Who  was  present? 

A.  Mr.  Hammond  and  Mr.  Mason  and  Miss 
Novak. 
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Q.  Where  were  you  when  you  entered  into  that 
agreement,  in  the  office  downtown,  or  in  Mr.  Jacob's 
office,  or  where? 

A.     In  our  office  in  the  Spalding  Building. 

Q.     Where? 

A.     Our  office  in  the  Spalding  Building. 

Q.  The  first  time  that  you  heard  of  the  so-called 
partnership  arrangement  or  agreement  was  about 
1944,  wasn't  it? 

A.     That  is  correct,  about  that. 

Q.  When  the  returns  were  being  made  in  March 
of  that  year? 

A.  I  can't  answer  that  exactly.  It  was  approxi- 
mately two  years  later. 

Q.  Was  Mr.  Mason  with  you  when  Mr.  Ham- 
mond told  you  that  he  had  such  an  agreement? 

A.    No. 

Q.  Have  you  ever  seen  the  agreement  to  this 
date?  A.     No,  I  have  not  asked  for  it. 

Q.     Are  you  still  working  for  Mr.  Hammond? 

A.    Yes.  [312] 

Mr.  Winter:     That  is  all. 

Mr.  Bischoff:     That  is  all. 

(Witness  excused.)  [313] 

GARTHE  BROWN 

was  thereupon  produced  as  a  witness  on  behalf  of 
the  plaintiff  and,  being  first  duly  sworn,  was  exam- 
ined and  testified  as  follows: 

Direct  Examination 
By  Mr.  Bischoff: 

Q.    Where  do  you  live,  Mr.  Brown? 
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A.     Portland,  Oregon. 

Q.     How  long  have  you  lived  here? 

A.     All  my  life. 

Q.    How  old  are  you?  A.     Thirty-three. 

Q.     What  is  your  profession? 

A.  Attorney  and  accounting  practice,  specializ- 
ing in  income  tax  work. 

Q.     How  long  have  you  been  an  accountant? 

A.    About  eight  years. 

Q.     You  are  not  a  Certified  Public  Accountant? 

A.     No,  I  am  not. 

Q.  Will  you  tell  the  Court  what  experience  jovl 
have  had  in  accounting? 

A.  Well,  the  first  training  I  took,  of  course,  was 
in  high  school;  then  in  the  LaSalle  Extension  Uni- 
versity. I  took  their  complete  course  in  higher  ac- 
countancy and  took  the  course  of  Northwestern 
School  of  Commerce  here  in  Portland  and  exten- 
sion courses  at  the  University  of  Oregon.  [314] 

Q.  Where  have  you  practiced  your  profession 
after  your  training? 

A.  Well,  I  was  employed  in  accounting  work 
for  Adren  Farms  here,  or  the  Sunfreeze  Ice  Cream 
Company ;  I  was  there  about  six  months. 

Then  I  was  with  Montgomery  Ward,  doing  buy- 
ing and  also  there  was  accounting  work  connected 
with  it.  From  there  I  became  associated  with  Mr. 
Jacob  in  the  i)reparation  of  tax  returns,  and  we 
also,  of  course,  have  some  clients'  books  that  aro 
kept  under  our  supervision. 

Q.     Mr.  Robert  T.  Jacob?  A.    Yes. 


346  J.  W.  Moloney  vs. 

(Testimony  of  Garthe  Brown.) 

Q.  One  of  the  attorneys  for  plaintiff  in  this 
case?  A.     That  is  correct. 

Q.  Are  yon  associated  with  him  in  business  at 
this  time? 

A.     Yes,  I  am  a  partner  with  him  now. 

Q.     When  was  that  partnership  performed? 

A.     January  1,  1947. 

Q.  Does  this  partnership  include  any  interest 
in  any  compensation  to  be  received  from  this  case? 

A.  None  whatsoever.  Mr.  Jacob  had  this  case 
prior  to  that  time  and  it  was  held  out  of  the  X3art- 
nership,  and  Mr.  Jacob  and  I  both  so  understand  it. 

Q.  In  the  course  of  your  employment,  prior  to 
the  partnership,  you  worked  for  Mr.  Jacob  as  an 
employee  ?  A.     Yes. 

Q.  In  the  course  of  your  emplojnnent  by  Mr. 
Jacob,  did  you  have  [315]  occasion  to  examine  the 
books  and  records  of  Ross  B.  Hammond  Company? 

A.    Yes,  I  did. 

Q.  Over  what  period  of  time  did  you  have  oc- 
casion to  examine  those  books? 

A.  During  the  month  of  November,  1946,  both 
Mr.  Johnson  of  our  office  and  myself  spent  consid- 
erable time  in  preparation  for  this  case. 

Q.  Did  you  have  anything  to  do  with  Ross  B. 
Hammond's  books  or  accounting  methods  prior  to 
that  time? 

A.  Well,  at  various  times  since  I  became  asso- 
ciated with  Mr.  Jacob  he  would  bring  certain  rec- 
ords into  the  office  and  ask  me  to  prepare  balance 
sheets.  I  took  over  the  tax  returns  for  one  or  two 
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different  years  and  was  familiar  ever  since  I  have 

been  with  Mr.  Jacob  with  their  records. 

Q.  But  the  first  time  you  made  any  extensive 
examination  of  the  records  of  the  Ross  B.  Ham- 
mond Company  was  after  this  controversy  arose? 

A.     That  is  correct. 

Q.  When  I  say  '^ controversy"  I  mean  after  the 
Commissioner  of  Internal  Revenue  had  made  a  de- 
ficiency assessment? 

A.     That  is  correct,  yes. 

Q.  To  what  extent  did  you  examine  the  records 
in  that  connection? 

A.  With  three  of  us  working  on  the  job  there 
we  checked,  first,  to  see  how  the  billings  were  made 
and  followed  them  through  the  [316]  journal  to  the 
general  ledger.  I  checked  with  both  Mr.  Hammond 
and  Mr.  Petersen  to  see  if  certain  items  were  not 
billed  and  why  they  were  not  and  determined 
whether  or  not  items  had  been  accrued;  checked 
the  expenses  to  see  that  they  were  properly  sup- 
ported by  vouchers,  and  the  three  of  us  made  quite 
an  extensive  survey  of  the  records. 

Q.  Tell  particularly  what  you  did  yourself.  Did 
you,  yourself,  make  this  extensive  examination  of 
the  books? 

A.  Yes,  I  personally  compared  the  records  with 
the  tax  returns  in  order  to  see  that  the  items  as  re- 
ported on  the  tax  returns  reflected  the  books. 

Q.     When  you  started  on  that  investigation 

Mr.  Winter:  We  will  object  to  this  line  of  testi- 
mony, your  Honor,  on  the  ground  that  the  witness 
is  not  qualified.  The  witness  is  a  member  of  the 
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partnership  representing  the  plaintiff.  He  is  not 
called  to  testify  as  an  expert  in  this  case.  His  testi- 
mony is  biased  and  prejudiced  and,  if  I  may  bring 
it  out  on  my  own  examination,  I  can  show  it.  I  ob- 
ject to  this  witness  testifying.  He  did  not  keep  the 
records.  He  merely  investigated  them.  It  is  hear- 
say, as  far  as  he  is  concerned. 

The  Court:     The  objection  is  overruled. 

Q.  (Mr.  Bischoff) :  Mr.  Brown,  when  you 
launched  upon  that  investigation,  did  you  have  be- 
fore you  the  Revenue  Agent's  report  upon  which 
the  deficiency  was  assessed?  A.     Yes.  [317] 

Q.  I  call  your  attention  to  Exhibit  20  and  ask 
you  if  you  had  that  report  before  you  when  you 
were  making  your  examination?  A.     Yes. 

Q.  Did  you  familiarize  yourself  with  it  to  be 
aware  of  the  contentions  that  were  being  advanced 
by  the  Commissioner?  A.     Yes. 

Q.  And  upon  which  the  deficiency  was  pre- 
pared? A.     Yes,  I  did. 

Q.  Did  you  particularly  direct  your  attention, 
in  making  your  examination  of  this  problem — First, 
did  you  particularly  direct  your  attention,  in  your 
examination,  to  the  issues  being  raised  by  that 
report?  A.     We  did,  yes. 

Q.  You  recall  from  that  Revenue  Agent's  re- 
port, one  of  the  questions  raised  is  as  to  whether 
an  accrual  method  of  accounting  was  used  by  the 
plaintiff  in  the  tax  years  1939  through  1940. 

Did  you  examine  the  records  that  were  main- 
tained by  Mr.  Hammond  with  a  view  to  determin- 
ing that  question?  A.     I  did. 
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Q.  And  at  that  time  did  you  examine  the  books 
that  are  now  in  court,  the  journal,  the  ledger,  the 
trial  balance,  the  auxiliary  ledgers  and  billings 
that  have  been  produced  here  in  court? 

A.  I  know  that  we  had  the  general  ledger,  the 
journal,  and  we  had  the  contracts  before  us,  but  I 
don't  believe  we  had  the  [318]  trial  balance  book  at 
that  time,  but  I  do  know  that  these  three  were  be- 
fore us  while  we  were  working. 

Q.  Did  you  see  the  trial  balance  book  at  any 
time  thereafter? 

A.  I  don't  believe  I  looked  at  the  trial  balance 
book.  I  think  we  had  our  own  trial  balance  that  we 
made  up  from  the  books. 

Q.  From  the  examination  of  the  records  that 
you  have  made,  are  you  able  to  state  whether  the 
accounts  of  the  Ross  B.  Hammond  Company  were 
maintained  on  the  accrual  basis  during  the  years 
1939  to  1944?  A.    I  am  and  I 

Mr.  Winter:  Just  a  minute.  Just  answer  the 
question. 

Q.  (Mr.  Bischoff )  :  I  just  want  to  know,  first, 
if  you  are  able  to  so  state?  A.     I  am,  yes. 

Q.  Will  you  state  whether,  in  your  opinion,  the 
l)ooks  were  maintained  on  the  accrual  basis  during 
those  years? 

Mr.  Winter:  That  is  objected  to,  your  Honor, 
on  the  ground  the  witness  did  not  keep  the  books. 
He  has  not  been  qualified  as  an  expert  to  testify 
upon  what  basis  they  were  kept,  they  were  not  un- 
der his  control  and  in  his  custody,  and  he  has  said 
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he  did  not  see  them  until  after  the  investigation 

was  commenced  in  this  case. 

The  Court:     Objection  overruled. 

A.     The  books  were  kept  on  the  accrual  basis. 

Q.  (Mr.  Bischoff )  :  Are  you  able  to  state  from 
the  examination  [319]  that  you  made  whether  the 
method  of  accounting  that  was  used  was  consistent 
from  1939  to  1944? 

A.     They  were  kept  on  a  consistent  basis,  yes. 

Q.  Did  you  compare  the  tax  returns  that  were 
made  by  Ross  B.  Hammond  Company  during  the 
years  that  I  mentioned  with  the  books? 

Mr.  Winter:     During  what  years,  Mr.  Bischoff? 

Mr.  Bischoff:  During  the  years  1939  to  1944, 
the  years  I  have  been  talking  about. 

Mr.  Winter:  You  introduced  the  returns  for 
1938  to  1944.  I  just  wondered  why  you  included 
1938. 

A.  I  know  I  checked  the  years  1940,  1942  and 
1943.  I  am  not  sure — we  had  four.  1939.  I  am  not 
sure  about  1939.  I  do  know  we  had  1942  to  1943,  for 
sure. 

Mr.  Bischoff:     1941? 

A.     1940,  1941,  1942  and  1943. 

Q.     Those  are  the  returns  you  examined? 

A.  Those  are  the  returns  that  we  had  and 
checked. 

Q.  Did  you  examine  those  returns  and  check  for 
the  purpose  of  determining  whether  the  returns 
were  made  on  the  same  basis  the  books  were  main- 
tained? A.    I  did. 
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Mr.  Winter:  Objected  to,  your  Honor.  Object 
to  this  line  of  testimony. 

The  Court:     It  is  so  understood. 

Mr.  Winter:     I  beg  your  pardon?  [320] 

The  Court:     It  is  so  understood. 

A.  We  did.  Checked  them,  compared  the  books 
with  the  returns  for  those  years. 

Q.  (Mr.  Bischoff) :  Were  the  returns  made  in 
accordance  with  the  books  as  they  were  kept? 

A.     They  were. 

Q.  From  your  examination  of  the  books,  as  they 
were  maintained  and  kept  during  the  years  1941 
to  1944,  inclusive,  are  you  able  to  state  whether 
the  books  clearly  reflect  the  income? 

A.  They  do,  with  minor  variations,  as  is  true 
of  practically  every  set  of  books  I  examine. 

Q.  Were  you  able  to  tell  from  the  records  that 
you  examined  whether  they  accrued  items  only  at 
the  end  of  the  year  or  whether  they  accrued  items 
as  they  went  along? 

A.  They  accrued  them  as  they  went  along  over 
the  year. 

Q.     AVhen?  What  period? 

A.     At  the  end  of  each  month. 

Mr.  Bischoff:     You  may  cross-examine. 
Cross-Examination 
By  Mr.  Winter : 

Q.  You  are  a  member  of  the  firm  of  Jacob, 
Jones  &  Brown,  Attorneys  at  Law? 

A.     Correct. 

Q.  Mr.  Jacob  is  of  counsel  on  behalf  of  plaintiff 
in  this  case?  A.    Yes.   [321] 
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Q.  As  a  matter  of  fact,  in  November  and  De- 
cember, 1946,  you  had  conference  with  myself,  as 
Attorney  for  the  Government,  and  the  Revenue 
Agent,  as  counsel  representing  the  plaintiif  in  this 
case,  didn't  you?  A.     That  is  correct. 

Q.  You  are  one  of  the  attorneys  for  the  plain- 
tiff in  this  case,  although  you  won't  share  in  the 
fee,  isn't  that  right?  A.     That  is  right. 

Q.  You  have  been  working  for  Mr.  Jacob  for 
a  number  of  years?  A.     That  is  correct. 

Q.  You  never  went  out  to  examine  these  books 
until  after  the  Revenue  Agent  had  made  his  report 
and  you  were  furnished  with  a  copy  of  it? 

A.  That  is  correct.  I  looked  at  the  books  only 
after  the  Revenue  Agent  made  his  report. 

Q.  Counsel  is  talking  about  an  assessment  by 
the  Commissioner.  As  a  matter  of  fact,  the  tax- 
payer signed  Form  870  which  consented  to  the 
assessment  without  the  necessity  of  a  formal  letter, 
isn't  that  right? 

A.  That  was  correct,  with  the  idea  of  expedit- 
ing  

Q.  No  deficiency  letter  issued;  all  you  had  was 
the  Revenue  Agent's  report,  showing  the  taxpay- 
er's consent  to  an  870  deficiency  letter? 

A.  That  is  correct.  That  was  in  order  to  expe- 
dite a  determination  of  the  case,  however,  Mr.  Win- 
ter, as  you  know. 

Q.  Then  the  tax  was  paid  and  a  suit  for  refund 
was  brought?  [322]  A.    Yes. 

Q.     A  claim  filed  and  suit  for  refund  brought? 

A.    Yes. 
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Q.  You  prepared  the  claim  for  refund,  didn't 
you? 

A.  I  assisted  in  it.  I  did  not  prepare  it.  Mr. 
Jacob 

Q.  Did  you  prepare  the  returns  for  the  taxpayer 
for  the  years  1942  and  1943? 

A.  I  do  not  believe  in  either  of  these  years  I 
prepared  them.  I  believe  in  1943  I  assisted  Mr. 
Jacob  with  some  computations,  because  I  was  fa- 
miliar with  it,  and  went  over  it  with  him. 

Q.  Now,  you  say  the  books  were  kept  on  an 
accrual  basis.  You  mean  the  accounts  were  kept 
on  an  accrual  basis,  don't  you? 

A.     Well,  the  accounts  in  the  books. 

Q.  How  were  the  contracts  kept  on  the  books, 
the  long-term  contracts? 

A.  Well,  the  items  of  expense  were  charged  to 
the  particular  contract  involved  and  as  items  of  in- 
come became  billable  they  were  billed  and  accrued 
to  the  contract. 

Q.  No  inventory  of  stock  piles  or  percentage  of 
contracts  that  were  not  complete  were  set  up  on 
the  books? 

A.  No,  no  inventory  set  up  because  it  wasn't 
necessary. 

Q.  No  consideration  given  for  cost  of  construc- 
tion for  which  they  would  not  be  able  to  bill  the 
owner,  isn't  that  right? 

A.  That  is  correct ;  only  items  that  were  billable 
when  the  work  was  in  such  state  that  it  could  be 
billed  were  set  up  on  the  [323]  books. 
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Q.  You  heard  the  testimony  of  the  last  witness 
or  the  next  to  the  last  witness,  Miss  Novak,  the 
bookkeeper,  that  part  of  the  December  work,  work 
which  commenced  in  December,  was  accrued  and 
set  up  on  the  books  as  income  in  1943? 

A.     That  is  correct. 

Q.  Would  you  say  that  was  good  accounting 
practice  ? 

A.  It  was.  My  understanding  of  that  particular 
item  that  you  are  referring  to,  Mr.  Winter,  is  that 
that  item  was  not  ])illable  on  December  31st;  as  a 
matter  of  fact,  over  two  months  there  was  less  than 
one-half  of  one  per  cent  of  that  particular  job  com- 
pleted. 

Q.     How  about  the  work  in  progress? 

A.     Well,  you  mean  between  November  30th 

Q.    Yes.  A.    and  January  31st? 

Q.    Yes. 

A.  On  that  particular  job,  we  checked  with  the 
engineers,  and  there  was  less  than  a  half  of  one 
per  cent  of  the  work  completed  over  that  period  that 
could  have  been  billable. 

Q.  Take  this  Milwaukie  Housing  Project,  in- 
come $7,634.90  and  only  a  cost  of  $575.  Would  you 
say  that  part  of  the  report  clearly  reflects  the  in- 
come in  that  particular  year? 

A.  In  that  particular  item,  there  was  a  dispute 
as  to  whether  the  money  was  available  and  disputed 
items  are  not  to  be  taken  [324]  as  income  until  the 
dispute  is  settled.  The  expenses  had  been  incurred 
and,  therefore,  it  is  a  legitimate  accrual. 
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Q.  The  expenses  that  had  been  incurred  for  an 
item  that  was  in  dispute,  you  say  if  the  income  is 
not  accruable,  you  say  the  expense  is  accruable? 

A.    Well,  let  me  explain. 

Q.  Just  answer  the  question,  Yes  or  No.  Can 
you  answer  that  Yes  or  No?  A.     No. 

Mr.  Bischoff:  I  think  counsel  should  give  the 
witness  a  chance  to  answer. 

The  Court:     Go  ahead. 

A.  As  to  this  particular  item,  Mr.  Winter,  every- 
thino-  that  was  billable  had  been  billed  and  all  ex- 
])ense  that  had  been  paid  had  been  paid  and  ac- 
crued, and  I  would  say  that  would  be  a  proper 
method  of  handling  that,  because  all  the  money  that 
the  comi^any  was  going  to  collect  had  been  billed. 
They  might  have  had  to  spend  $7,500  to  complete 
it.  In  fact,  that  was  their  testimony.  Therefore, 
that  would  not  have  been  income  then  because  they 
would  not  have  gotten  any  more  from  the  project. 

Q.  (Mr.  Winter) :  Do  you  mean  to  tell  me,  Mr. 
Brown,  with  your  experience  as  an  accountant,  that 
if  it  cost  $5,000  in  expenses  in  connection  with  one 
item,  and  it  is  a  disputable  item  and  you  don't 
know  whether  you  are  going  to  get  paid  for  it  or 
not,  that  you  should  accrue  the  expense  in  the  year 
in  which  it  was  incurred,  [325]  or  do  you  accrue 
it  at  the  time  you  accrue  the  income,  for  good  ac- 
counting practice,  or  do  you  set  it  up  as  work  in 
progress  ? 

A.  In  the  first  place,  work  in  progress  is  not 
required  of  the  contractor. 
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Q.  We  are  assuming  that.  As  to  whether  or  not 
it  is  required  is  another  question,  but  I  am  assum- 
ing that  it  is  required. 

Mr.  Bischoff:  You  should  include  it  in  your 
question,  then. 

A.  The  money  for  this  particular  work,  in  your 
hypothetical  question,  having  been  expended,  with 
no  chance  of  recovery,  a  dispute  existing  as  to 
whether  or  not  you  are  going  to  collect  it — you  cer- 
tainly have  spent  the  money  and  are  entitled  to 
deduct  that  item. 

Q.  (Mr.  Winter):  The  books  of  the  Ross  B. 
Hammond  Company  do  not  reflect  work  in  progress ; 
no  adjustment  is  made  for  work  in  progress*? 

A.     That  is  correct. 

Q.  No  adjustment  is  made  for  materials  on 
hand,  not  billed  for?  A.     That  is  correct. 

Q.  How  do  you  account  in  the  books  for  income 
received  of  $1,036,000  on  one  contract  and  costs  of 
$20,000,  excessive  costs  over  income?  How  do  you 
account  for  that  distortion  of  income  or  apparent 
distortion  of  income? 

A.  The  explanation,  I  think,  is  that  on  that  part 
of  the  contract  they  were  losing  money;  the  costs 
were  exceeding  the  rate  they  [326]  were  able  to  bill 
and  in  a  later  year  an  adjustment  was  made  whereby 
they  were  able  to  make  up  that  difference  and,  of 
course,  having  expended  a  good  deal  of  money 
getting  started,  they  came  back  in  the  last  half  of 
the  contract,  because  they  got  a  larger  amount  of 
work. 

Q.  In  other  words,  from  the  books  you  deter- 
mined they  had  a  50-per  cent  profit  on  the  contract 
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in  1942,  and  where  they  had  $1,000,000  they  had  a 
20-per  cent  loss — a  $20,000  loss,  is  that  your  con- 
tention ? 

A.  That  is  on  the  particular  part  of  the  contract 
they  were  working  on,  yes. 

Q.  You  did  not  determine  that  there  may  have 
been  a  considerable  amount  of  work  in  progress  for 
which  they  could  not  bill  in  1942  and  that  was  billed 
in  1943,  did  you? 

A.     There  was  no  work  in  progress  to  be  done. 

Q.  You  didn't  know  it  at  the  time?  The  books 
didn't  show  it? 

A.     The  books  reflected  no  work  in  progress. 

Q.     They  do  not  show  any  work  in  progress? 

A.     That  is  right. 

Q.  You  didn't  know  whether  there  was  work  in 
progress  at  that  time,  did  you? 

A.  I  didn't  know  whether  there  was  work  in 
progress,  that  is  true. 

Q.  You  don't  know  whether  there  may  have 
been  a  million  dollars  of  work  in  progress  at  that 
time? 

A.  Other  than  that  we  did  check  it  and  de- 
termined that  particular  [327]  contract  was  a  loss 
contract. 

Q.  Is  that  the  reason  why,  in  the  next  year, 
1943,  they  had  $93,000  profit  with  only  $274,000  in 
income  ? 

A.  That  is  explained,  I  believe,  because  of  the 
fact  they  went  into  the  contract  and  they  incurred 
items  of  expense  in  the  first  half  and  then,  getting 
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an  additional  contract,  these  items  do  not  have  to 
be  purchased   again  and,   so,   there  was   a  larger 
amount  of  profit. 

Q.  This  is  the  same  argument  as  when  you  were 
representing  the  taxpayer,  as  attorney  for  the  tax- 
payer, in  the  conferences  % 

A.     That  is  correct. 

Q.  But  you  also  admitted  at  that  time,  that 
there  was  a  considerable  distortion  of  income,  didn't 
you? 

Mr.  Bischoff :  Objected  to  as  incompetent.  A  dis- 
closure of  negotiations,  I  submit,  is  not  competent 
here  in  the  trial  of  the  case. 

The  Court:  Where  he  takes  the  witness  stand, 
I  think  it  is.  Objection  overruled. 

Q.     (Mr.  Winter):     Isn't  that  right <? 

A.  In  the  conferences,  as  a  method  of  arriving 
at  a  settlement,  I  stated  that  if  the  Government 
would  admit  a  partnership  existed,  we  would  go 
along  on  that.  I  never  did  agree  with  you,  how- 
ever, as  to  that  point  of  making  the  concession  that 
the  accounting  was  not  proper  and  hesitated 

Q.     (Mr.  Winter)  :     Mr.  Brown [328] 

Mr.  Bischoff:     Wait  a  minute.  Let  his  finish. 

Mr.  Winter:  I  thought  he  had  finished.  Go 
ahead. 

Mr.  Bischoff:     You  wait. 

A.  In  the  process  of  the  settlement  we  raised 
the  question  that  we  wanted  to  sustain  the  ac- 
counting for  the  reason  that  the  Government's 
method  was  so  improper  that  we  would  have  kept 
at  it  a  year  making  three  years'  prior  returns  and 
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niiicli  time  would  be  involved  in  preparing  tax  re- 
turns for  the  Ross  B.  Hammond  Company,  prepar- 
ing returns  for  three  or  four  or  five  past  years,  de- 
pending on  how  long  the  contract  lasted;  and  we 
also  said  in  those  conferences  that  in  our  opinion 
that  these  distortions  were  l:)ound  to  occur;  that 
you   could  level   them   off  by  hindsight,   which   is 

the  way  Mr.  Williams  did  in  his  report 

Q.     He  did  it  on  a  per  cent  of  the  cost? 
A.     That  is  right. 
Q.     Percentage  of  the  profits? 
A.     That  is  right. 

Q.  Spreading  it  out  over  the  length  of  the  con- 
tract? 

A.  That  is  just  as  illogical,  and  we  argued  at 
that  time  that  in  any  job  it  is  only  logical  that  on 
some  portion  of  it  they  would  make  a  greater  rate 
of  profit  than  on  another,  and  by  taking  the  money 
and  spreading  it  out  in  that  way,  it  certainly  is 
not  good  accounting  practice.  It  is  not  good  ac- 
counting. 

Q.  Is  it  possible  to  take  these  books  and  records 
and  show  the  amount  of  work  in  progress  at  the 
end  of  a  year  and  the  [329]  amount  for  which  no 
billings  had  been  made,  and  then  adjust  the  returns 
to  arrive  at  the  correct  income? 

A.  By  the  books  and  records  it  is  not  possible 
to  determine  the  work  in  progress.  We  didn't  feel 
it  was  necessary. 

Q.     You  did  not  feel  taking  into  consideration 
the  inventory  was  necessary? 
A.    That  is  correct. 
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Q.  It  is  not  possible  from  the  books  to  arrive  at 
a  more  proper  allocation  of  income  for  these  years 
except  on  a  basis  as  used  by  the  Commissioner? 

A.  The  basis  used  by  the  books  would  be  a  more 
logical  basis  than  that  used  by  the  Commissioner 
in  that  they  more  truly  reflect  the  income,  as 
earned.  They  reflect  the  less  profitable  contracts 
as  well  as  the  more  profitable. 

Q.  Is  a  $93,000  profit  on  a  $184,000  cost  more 
reasonable  than — Would  you  say  that  $93,000  on 
$184,000  is  a  reasonable  profit,  costs  of  $182,000, 
about?  Would  you  say  that  is  a  reasonable  profit? 

A.  I  would  not  say  it  is  a  reasonable  profit  un- 
less  

Q.  Wait  a  minute.  You  have  answered  the  ques- 
tion. 

Mr.  Bischoff :     Let  him  explain  it. 

A.  Unless  I  knew  the  facts,  because  that  has 
happened  in  many  businesses,  where,  through  cir- 
cumstances of  a  loss  in  one  year  and  a  profit  in 
another  year,  that  situation  might  be  disclosed. 

Q.  Would  you  say  that  $7,058.97  is  a  reasonable 
cost  with—  [330]  AVould  you  say  that  $7,058.97, 
with  a  cost  of  $575.12,  is  a  reasonable  profit?  Do 
you  think  that  is  a  reasonable  profit? 

Mr.  Bischolf :  Objected  to,  your  Honor,  as  an 
improper  premise  because  of  the  fact  the  evidence 
now  discloses  that  represented  work  that  was  done 
in  December  and  the  expenditures  made  in  Jan- 
uary. He  is  including  an  erroneous  premise  in  his 
question. 
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The  Court:  Mr.  Brown  knows.  I  think  he  can 
explain  that. 

A.  If  the  matter  were  not  explained,  I  would 
say  it  was  an  unreasonable  profit,  but  an  explana- 
tion has  been  given  as  to  why  it  occurred. 

Q.  (Mr.  Winter) :  On  an  accrual  basis  you 
have  only  accrued  $575.12  in  costs  and  $7,058.97 
profit,  over  $7,000  more. 

Mr.  Bischoff:  I  want  to  object  to  the  question 
and  to  further  examination  along  this  line  upon  this 
basic  proposition:  That  it  is  fundamental  to  this 
case,  as  to  what  is  meant  by  "clearly  reflect  the  in- 
come." 

I  called  your  Honor's  attention  to  the  decision  of 
the  Supreme  Court  which  settled  that  question 
once  and  for  all.  I  rather  believe  if  that  decision 
had  been  known  to  the  Revenue  Agent  at  that  time 
he  would  not  have  made  the  report  that  he  did. 

The  contention  was  made  in  that  case  that  the 
term  "clearly  reflect  the  income"  must  mean  that 
it  must  clearly  reflect  the  income  in  a  given  year, 
and  the  Court  rejects  that  [331]  contention  in  no 
uncertain  terms. 

The  Court  said: 

"The  rationale  of  the  system  is  this:  'It  is  the 
essence  of  any  system  of  taxation  that  it  should 
produce  revenue  ascertainable  and  payable  to  the 
Government  at  regular  intervals.  Only  by  such  a 
system  it  is  practicable  to  produce  a  flow  of  income 
and  apply  methods  of  accounting,  assessment,  and 
collection  capable  of  practical  operation.' 
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''This  legal  principle  has  often  been  stated  and 
applied.  The  uniform  result  has  been  denial  both  to 
Government  and  to  taxpayer  of  the  privilege  of  al- 
locating income  or  outgo  to  a  year  other  than  the 
year  of  actual  receipt  of  payment,  or,  applying  to 
accrual  basis,  the  year  in  which  the  right  to  re- 
ceive, or  the  obligation  to  pay,  has  become  final  and 
definite  in  amount. 

''But  the  petitioner  urges  that  (Sec.)  43  has  al- 
tered the  rule  so  that  a  hybrid  system,  partly  an- 
nual and  partly  transactional,  may,  within  adminis- 
trative discretion,  be  substituted  for  these  annaul 
accounting  periods.  It  urges  that  the  change  was 
due  to  the  desire  of  Congress  to  prevent  distortion 
of  true  income.  This  must  mean  distortion  of  true 
income,  not  of  a  given  year,  but  in  the  line  of  ulti- 
mate gain  from  a  series  of  transactions  over  a  pe- 
riod of  years,  growing  out  of,  or  in  some  way  related 
to,  an  initial  transaction  in  the  taxable  year." 

(Security  Mills  Company  v.  Commissioner  of 
Internal  Revenue,  321  U.S.  281.)   [332] 

The  Court :     Where  did  you  read  from  ? 

Mr.  Bischofi: :  I  have  been  reading  from  the  Su- 
preme Reporter,  at  the  very  last  section  of  the 
opinion. 

The  Court:     What  Supreme  Reporter  is  that? 

Mr.  Bischoff:  64  Supreme  Court  Reporter  596. 
I  read  to  your  Honor  from  the  bottom  of  page  598 
and  599. 

I  do  not  want  to  take  your  Honor's  time — it  is 
getting  late — to  read  other  pertinent  portions  of 
the  opinion,  but  the  Court  there  makes  a  complete 
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analysis  of  this  system  of  accounting,  the  accrual 
and  cash  basis,  and  points  out  the  impossibility  in 
any  system  to  clearly  reflect  income  in  a  true  and 
certain  sense  because,  as  they  point  out,  under  no 
system,  when  you  get  to  the  end  of  a  year,  are  you 
always  able  to  determine  the  income,  because  there 
may  have  been  bills  which  may  have  been  incurred 
but  not  received  or,  on  the  other  hand,  conditions 
may  be  reversed. 

The  Court:  You  took  a  half  day  to  educate  me 
on  the  different  points  of  the  case,  so  I  still  have 
them  in  mind.  It  may  be  that  the  Supreme  Court 
might  change  its  mind  as  it  so  very  often  does 
these  days. 

Mr.  Bischoff:  At  the  present,  obviously,  I  as- 
sume we  are  all  bound  by  it  and,  if  we  are,  then 
this  line  of  examination  is  all  beside  the  point.  The 
Supreme  Court  says  that  the  test  is :  Is  there  a  clear 
reflection  of  income  over  the  period  of  the  years  in 
which  that  transaction  was  involved?  [333] 

The  Court:  Mr.  Brown,  being  a  lawyer,  knows 
what  the  rules  are.  Answer  Mr.  Winter's  question, 
in  the  light  of  your  position  of  being  required  to 
render  an  opinion,  whether  this  reflected  income, 
undistorted.  That  is  the  question.  Go  ahead  and 
answer  it. 

A.  My  opinion,  Mr.  Winter,  is  that  the  profits 
from  this  particular  contract  are  reflected  joroperly, 
in  light  of  the  explanation  that  has  been  given  here 
in  the  courtroom. 
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Mr.  Winter:  Although  you  admitted  to  me  and 
to  Mr.  Williams,  in  conferences,  that  there  was  a 
considerable  distortion  of  income. 

A.  In  the  conferences  we  were  discussing  the 
fact 

Q.     You  were  willing  then  to  admit 

Mr.  Bischoff:     Let  him  answer. 

A.  At  no  time,  Mr.  Winter,  did  I  any  more  than 
state  that  it  would  be  just  a  matter  of  trading  horses 
with  the  Government,  just  to  settle  the  case  out  of 
court. 

Q.  You  offered  to  accept  the  Commissioner's 
determination  ? 

A.  I  did  not.  I  believe  you  are  wrong.  I  offered 
to  take  that  and  discuss  it  with  Mr.  Jacob,  and 
that  was  the  result  of  the  conference.  I  stated  that 
if  I  were  you  it  would  be  a  good  offer  to  take  up 
because  I  knew,  from  having  made  calculations, 
that  we  would  get  practically  the  entire  refund  if 
the  accounting  issue  were  lost,  which  was  actually 
the  case,  and  I  assume  it  was  because  we  would  get 
practically  the  entire  refund  that  the  [334]  Gov- 
ernment backed  down  on  its  offer. 

Q.  The  Government  did  not  make  an  offer, 
did  it? 

A.     You  submitted  an  offer,  Mr.  Winter. 

Q.     After  you  submitted  it  to  me. 

A.     No,  you  submitted  the  off'er.  I  did  not. 

The  Court:  How  much  was  it?  Don't  get  so 
stirred  up  here.  How  much  in  dollars?  How  much 
did  the  Government  offer  to  settle  for? 

Mr.  Winter:  We  never  arrived  at  a  dollars- 
and-cents  basis. 
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The  Court:     How  much,  in  dollars'? 

A.  Your  Honor,  we  would  have  received  a  re- 
fund of  between  $120,000  and  $145,000.  The  reason 
we  wanted  to  accept  that  offer 

The  Court:     I  do  not  want  your  reason. 

Mr.  Winter:  The  offer  of  settlement  is  con- 
tained in  the  exhibits. 

Mr.  Bischoff :     I  did  not  know  it  was. 

Mr.  Winter:  Yes,  here  are  the  computations^ 
Exhibit  29. 

Mr.  Bischoff:     That  is  your  computation. 

Mr.  Winter:  This  is  the  Commissioner's  com- 
putation of  the  amount. 

The  Court:  He  said  the  lawsuit  is  over  $145,000 
and  you  offered  to  settle  for  $20,000  less.  Is  that 
what  you  just  said? 

A.  That  is  right.  That  would  have  had  the  effect 
of  a  recovery  of  all  but  about  $20,000.  [335] 

Mr.  Bischoff:     Will  you  clarify  that? 

Mr.  Winter:  Yes.  This  is  not  the  amount  of  the 
offer. 

The  Court:  At  this  time  we  will  adjourn  until 
10:00  o'clock  in  the  morning. 

(Thereupon,  at  5:15  o'clock  p.m.,  an  ad- 
journment was  taken  until  10:00  o'clock  a.m., 
January  15,  1948.)   [336] 

Court  reconvened  at  10:00  o'clock  A.  M.,  January 
15,  1948. 

Mr.  Bischoff:  Before  we  proceed,  maj^  I  make 
an  inquiry?  At  the  outset,  when  we  introduced  the 
exhibits  and  the  Internal  Revenue  Agent's  reports 
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were  introduced  in  evidence,  Mr.  Winter  submitted 
to  Your  Honor  a  copy  that  he  says  he  prepared. 
We  did  not  have  a  chance  to  examine  it,  and  I 
would  like  to  have  an  opportunity  to  see  it. 

Mr.  Winter:  That  is  copied  from  the  exhibits 
attached  to  the  Revenue  Agent's  report.  My  secre- 
tary^ copied  them. 

Mr.  Bischoff:  This  is  not  an  entire  copy  of 
the  Revenue  Agent's  report.  It  only  represents 
the  basis  upon  which  his  computations  were  made 
and  his  statement  as  to  the  reasons  for  it  and  the 
fact  situations  upon  which  it  is  predicated  have 
not  been  attached,  and  we  would  like  to  submit 
to  you,  instead  of  this,  a  complete  photostatic  copy 
of  the  exhibit,  which  is  a  little  easier  to  read,  con- 
taining the  entire  report,  and  not  merely  a  compu- 
tation. 

Mr.  Winter:  You  misunderstood.  That  has  not 
been  offered  in  evidence.  I  merely  gave  it  to  the 
Court  when  we  were  talking  about  these  contracts. 
I  am  not  offering  it. 

The  Court:  I  will  accept  it  in  the  nature  of  a 
brief. 

Mr.  Bischoff:  We  have  a  photostatic  copy  of 
the  complete  computations.  The  significance  of  them 
cannot  be  understood  [337]  without  reading  the 
fact  situation  upon  which  the  Commissioner  pred- 
icated it. 

The  Court:     Give  me  both  of  them,  then. 

Mr.  Bischoff:  May  we,  instead,  submit  the  com- 
plete record? 
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Mr.  Winter:  Along  the  lines  of  that  report,  the 
question  came  up  last  night  as  to  computations,  and 
I  want  to  hand  Your  Honor  Defendant's  Exhibit 
No.  29.  That  has  been  identified  as  a  re-computa- 
tion prepared  by  the  Commissioner  of  Internal 
Revenue,  Income  Tax  Unit,  on  the  basis  of  the 
offer  which  we  were  discussing,  disclosing  the  tax 
liability  which  would  be  due  had  the  offer  been 
made  and  accepted  by  the  Commissioner,  disclos- 
ing a  deficiency  of  |3,156.41  for  the  years  1942  and 
1943  and  substantially,  I  think,  about  $12,000-odd 
overpayment  for  1941,  but  a  deficiency  of  $50,000 
against  William  A.  Hammond,  that  being  that  the 
Commissioner  recognized  that  a  partnership  exist- 
ed, 75  per  cent  in  Mr.  Hammond  and  25  per  cent 
in  William  A.  Hammond  and  conditioned  that  the 
method  of  accounting  as  adopted  by  the  Commis- 
sioner, with  deductions  which  the  Commissioner 
contends  were  necessary,  be  accepted;  in  other 
words,  by  not  allowing  as  accruals  the  accruals 
to  Mr.  Mason  and  Mr.  Petersen,  on  which  we  have 
ample  evidence.  That  is  all  that  was  submitted  for, 
to  show  what  the  tax  liability  would  l)e  if  the  offer 
was  accepted  upon  that  basis,  and  not  as  $103,000. 
That  is  out  of  the  picture  entirely. 

Mr.  Jacob:  I  would  like  to  say  this:  The  mat- 
ter of  the  deductions  [338]  of  the  accrued  profits 
to  Mason  and  Petersen  w^as  not  challenged  by  the 
Internal  Revenue  Department.  They  were  left  as 
they  were  accrued  on  the  books.  The  offer  that 
was  submitted  at  the  request,  by  the  way,  of  Mr. 
Winter 
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Mr.  Winter:  I  beg  your  pardon,  Mr.  Jacob. 
You  refer  to  your  letter  and  you  would  not  make 
that  statement.  Refer  to  your  letter  of  November 
29,  1946:  "  ....  If  you  will  indicate  what  kind 
of  a  settlement  you  would  be  willing  to  recom- 
mend, we  should  be  glad  to  receive  it." 

Mr.  Jacob:     That  was  written  at  your  request. 

Mr.  Winter:  Yes,  I  told  you  you  had  to  make 
the  offer. 

Mr.    Jacob :     Yes. 

Mr.  Winter:  I  told  you  what  I  would  recom- 
mend. 

Mr.  Jacob:  The  difficulty  is  in  the  computation 
Mr.  Winter  has  made  he  has  disallowed  the  deduc- 
tions to  Mason  and  Petersen  which  were  conceded 
as  proper  at  the  time  the  report  was  made. 

Mr.  Winter:  No,  they  have  never  been  con- 
ceded by  the  Commissioner. 

Mr.  Jacob:     They  were  accepted. 

Mr.  Winter:  The  Commissioner  of  Internal  Re- 
Tenue  has  never  conceded  them.  He  did  not  accept 
the  report  in  that  respect. 

Mr.  Jacob:  He  did  not  challenge  them.  Now, 
the  facts  are  that  the  offer  I  made — and  I  very 
specifically  set  forth  the  basis  for  it — was  con- 
tingent upon  the  adjustment  of  the  Mason  and 
Petersen  amounts,  on  the  basis  of  the  income  as 
computed  by  [339]  the  Internal  Revenue  Agent. 

In  other  words,  instead  of  allowing  20  per  cent 
of  the  profit  that  we  showed  on  the  books  for  Mr. 
Mason  in  1942  and  15  per  cent  of  the  profits  to 
Mr.  Petersen  in  the  year  1942,  by  the  transfer  of 
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the  profits  from  1943  to  1942,  that  would,  of  neces- 
sity, increase  the  amount  of  profits  that  went  to 
Mason  and  Petersen,  so,  at  the  suggestion  of  Mr. 
Winter,  that  they  would  concede  the  partnership 
issue  if  we  could  get  together  on  the  accounting 
issue,  I  submitted  that. 

The  computations  were  made  b}^  Mr.  Brown  and 
Mr.  Williams,  here,  and  the  refund  that  they  ar- 
rived at  by  their  computations,  for  1942-1943,  was 
$102,166.10,  plus  interest. 

Here  is  a  letter  from  the  Attorney-General,  Oc- 
tober 15,  1947,  to  Ross  B.  Hammond  or,  rather,  re 
Ross  B.  Hammond  vs.  Maloney,  Civil  No.  3078 : 

''You  submitted  an  offer  in  the  above-named 
case  whereby  the  Government  would  waive  the 
partnership  issue  involved,  beginning  January  1, 
1942,  and  division  of  the  profits  would  be  made 
in  accordance  with  the  Revenue  Agent's  report 
dated  November  6,  1944;  according  to  a  recom- 
putation  prepared  by  the  Internal  Revenue  Agent 
the  refund  due  the  taxpayer  under  this  offer  would 
be  $102,166.10,  plus  interest.  This  is  to  advise  you, 
after  careful  consideration,  the  offer  has  been  re- 
jected by  the  Attorney-General." 

In  addition  to  that  refund,  there  would  have  re- 
sulted [340]  a  retention  of  the  refund  for  1941, 
amounting  to  $6,536.10  and,  by  reason  of  the  fact 
that,  in  computing  the  1942  and  1943  income,  the 
Revenue  Agent  took  out  of  the  year  1944  some 
$24,000,  there  would  have  been  a  refund  also,  as 
a  basis  of  this  adjustment,  for  the  year  1944  of 
$12,536.81. 
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Adding  those  three  together,  we  get  a  total,  with 
a  refund  of  the  interest  that  was  paid — the  total 
refund  we  would  have  received  under  the  proposal 
that  was  made  would  have  been  $148,160.11. 

At  the  time  this  discussion  was  had  I  was  not 
present.  Mr.  Brown  was  there,  but  the  concession 
with  respect  to  the  accounting  was  made  purely  for 
the  purpose  of  effecting  a  settlement  and  we  con- 
sidered, in  the  long  run,  the  actual  facts  would 
work  themselves  out,  and  w^e  were  prepared  to 
enter  into  negotiations,  and  were  in  agreement  with 
the  Internal  Revenue  Department  as  to  the  basis. 

The  issue  then  that  evidently  disturbed  the  set- 
tlement was  bringing  in  this  Mason  and  Petersen 
issue,  which  was  not  in  the  case  until  after  the 
offer  was  submitted.  That  ultimately,  Mr.  Bischoff 
points  out,  gave  rise  to  the  attempt  on  the  part 
of  the  Department  to  file,  by  way  of  an  interven- 
tion suit,  an  amended  answer. 

Mr.  Winter:  If  Your  Honor  please,  Counsel  has 
been  talking  about  the  counterclaim  or  the  offset 
that  the  Government  was  trying  to  assert  in  the 
case  by  having  the  United  States  made  a  [341] 
party,  for  which  a  separate  suit  has  been  brought. 
That  is  only  a  defense  to  the  plaintiff's  contention. 

The  plaintiff  says,  ''I  did  overpay  my  tax.  I 
think  I  am  entitled  to  a  refund."  The  Government 
says,  "You  did  not  overpay  your  tax.  You  did 
only  not  overpay  your  tax,  as  shown  hy  your  com- 
putation but,  if  the  proper  accruals  are  made,  you 
owe  an  additional  $3,000,"  even  conceding  that  the 
partnership  actually  existed,  that  this  secret  part- 
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nership  actually  existed.  Of  course,  if  the  partner- 
shi]:)  did  not  actually  exist,  there  is  a  substantial 
deficiency. 

Mr.  Bischoff:  I  want  to  correct  Mr.  Winter's 
statement  regarding  the  nature  of  the  defense 
which  he  tendered.  He  tendered  two  defenses  in 
the  amended  answer  and  subsequently  started  a 
new  suit,  and  attempted  intervention,  but  in  the 
amended  answer  he  filed  in  this  court,  and  which 
he  asked  leave  to  file,  the  first  one  is  labeled  ''Addi- 
tional  Defense." 

Mr.   Winter :     Yes. 

Mr.  Bischoff :  The  allegation  of  the  "Additional 
Defense"  is:  "Defendants  are  informed  and  be- 
lieve and  upon  such  information  and  belief  allege 
that  income  of  the  alleged  partnership  for  the  year 
1942  in  the  amount  of  $86,635.88  was  not  reported 
by  or  taxed  to  plaintiff;  that  income  of  the  alleged 
partnership  in  the  year  1943  in  the  sum  of  |77,- 
366.37  was  not  reported  by  or  taxed  to  plaintiff." 

Then,  in  the  next  paragraph,  he  points  out  the 
transactions  [342]  out  of  which  these  two  items 
arose,  and  points  out  that  they  represent  the  share 
of  the  profits  allocated  and  credited  to  Petersen  and 
Mason  for  those  two  years.  That  is  the  matter  that 
Mr.  Jacob  attempted  to  reserve  in  the  settlement 
and  made  it  a  condition  that  they  l)e  recognized 
as  entered  on  the  books. 

Mr.  Winter:     Well,  it  seems  to  me 

Mr.  Bischoff:  Those  contentions  were  barred 
by  the  statute  of  limitations. 

Mr.  Winter :     I  cannot  understand  how  any  ques- 
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tion  of  statute  of  limitation  can  be  raised  in  this 
case  as  to  whether  or  not  a  taxpayer  has  overpaid 
his  tax  or  not.  That  is  still  a  question  for  the 
Court   to    determine. 

In  other  words,  the  Court  has  got  to  determine 
in  this  case  what  tax  the  taxpayer  actually  owes 
and  what  tax  he  paid.  In  other  words,  the  Court 
has  got  to  determine  from  his  returns  exactly  what 
tax  liability  this — what  the  tax  liability  of  this 
taxpayer  was  for  that  year.  He  has  said  he  has 
overpaid  the  tax  by  the  sum  of  $175,000.  What  are 
the  facts?  What  was  the  taxpayer's  true  tax  and 
how  much  did  he  owe*? 

We  will  submit  substantial  and  ample  authority 
to  the  effect  that  if  the  taxpayer  has  not  overpaid 
his  tax  upon  any  basis  he  cannot  recover  in  this 
action,  no  matter  what  it  was.  In  other  words,  if 
the  Court  can  find  on  its  own  motion  that  some  of 
these  deductions  were  not  proper,  he  cannot  re- 
cover. The  taxpayer's  counsel  has  been  advised  of 
this  contention  of  [343]  the  Government  for  many 
moons. 

Mr.  Bischoff:  The  briefs  we  submitted  cited 
many  cases  to  the  effect  that  even  in  a  tax  refund 
case  you  cannot  bring  into  issue,  for  the  purpose 
of  reducing  or  increasing  the  amount  involved,  con- 
sideration of  items  which  have  been  barred  by  the 
statute  of  limitations,  and  I  assume  Your  Honor 
had  those  decisions  in  mind  when  the  ruling  was 
made. 
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GARTHE  BROWN, 

a  witness  on  behalf  of  plaintiff:',  having-  been  here- 
tofore duly  sworn,  resumed  the  stand  and  further 
testified  as  follows: 

Cross  Examination  (Cont'd.) 
By  Mr.  Winter: 

Q.  Mr.  Brown,  you  testified,  you,  in  company 
with  someone  else,  went  down  to  examine  the  books 
and  records  of  the  Hammond  Company.  Was  that 
before  or  after  the  investigation  by  the  Revenue 
Agent? 

A.  That  was  after  the  investigation,  Mr.  Win- 
ter. It  was  in  the  year  1946. 

Q.     In  1946? 

A.     That  is  correct,  in  the  month  of  November. 

Q.     In  the  month  of  November? 

A.     That   is    correct. 

Q.     How  long  were  you  down  there? 

A.  I  put  in,  I  would  say,  roughly  the  equivalent 
of  about  two  weeks  of  my  time  during  that  period. 
I  was  working  day  and  night  [344]  during  the 
week  we  were  there  and  at  least  some  time  in  an- 
other week. 

Q.    Who  were  'Sve"? 

A.  Mr.  Johnson  of  our  office  and  Mr.  Peterson 
of  our  ofice  were  also  over  there. 

Q.     Mr.   Johnson   and   Mr.   Peterson? 

A.     That  is  correct. 

Q.  However,  at  that  time  you  did  not  see  all  the 
books  and  records  of  the  company,  did  you? 

A.     I  saw  all  of  them  that  are  before  us  here. 

Q.  I  think  you  testified  you  did  not  have  access 
to  the  cash  journal? 
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A.  No,  the  trial  balance.  We  made  up  our  own 
trial  balance  while  we  were  there. 

Q.  When  was  the  first  time  you  learned  that 
the  partnership  existed? 

A.  I  have  known  the  partnership  existed  ever 
since  practically  I  became  associated  with  Mr. 
Jacob.  In  fact,  my  first  knowledge  of  it  was  when 
I  was  discussing  with  him  a  draft  of  Articles  of 
Partnership  and  he  suggested  that  the  other  agree- 
ment I  was  drafting — That  was  in  May  of  1943 — 
would  be  similar  to  the  Hammond  Articles,  that 
it  happened  to  be  in  a  similar  situation,  and  that 
I  read  those  over  as  a  guide  in  order  to  draft  my 
other  Articles,  so  I  have  known  of  it  ever  since 
I  knew  Mr.  Hammond  was  a  client  of  our  office. 
[345] 

Q.     In  1943;  you  used  a  draft  made  up  then? 

A.     A  copy  of  it  was  in  our  files  at  that  time. 

Q.     In    1943?  A.     That   is    right. 

Q.  That  is  when  you  used  it  in  connection  with 
the  preparation  of  another  form  of  partnership 
agreement  in  some  other  case? 

A.     That  is  right. 

Q.  You  say  that  these  books  were  kept  on  a 
strict  accrual  basis? 

A.     That  is  correct. 

Q.     That  is,  the  accounts? 

A.     That  is  right. 

Q.  Under  a  strict  accrual  system  of  accounting 
is  it  possible,  under  income  tax  law,  in  your 
opinion,  to  accrue  contingent  liabilities? 

A.     No. 

Q.    Not  legally  enforcible?  A.    No. 
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Q.     Until   some   future   date?  A.     No. 

Q.  Therefore,  if  any  items  were  accrued  on  the 
books  which  were  contingent  liabilities,  not  pres- 
entely  legally  enforcible,  they  would  not  be  pro])er 
accruals,  would  they? 

A.     That  would  be  correct. 

Q.  Was  there  anything  on  the  books  to  indi- 
cate that  a  partnership  existed  as  of  February  3, 
1942?  [346] 

A.  There  was  nothing  on  the  books  and  records 
here.  The  only  thing  would  be  the  agreement  which 
we  knew  of. 

Q.  The  agreement  was  not  in  the  books  and 
records?  Was  it? 

A.  No.  It  was  kept  in  the  files  of  the  company 
and  in  our  files. 

Q.     How  do  you  know  where  it  was  kept? 

A.     I  know  we  had  a  copy  in  our  files. 

Q.  Did  you  keep  the  income  tax  returns  of  the 
company  ?  A.     No. 

Q.     I  mean,  did  you  prepare  them? 

A.  The  first  return  I  believe  I  worked  on  was 
the  year  1944,  and  I  did  some  checking  of  the  year 
1943  return.  Of  course,  I  knew  of  the  partnership 
long   before   that   time. 

Q.     Did  you  prepare  the  amended  returns? 

A.  If  I  had  anything  to  do  with  them,  it  was 
a  recheck  of  the  computations.  I  believe  Mr.  Jacob 
asked  me  to  do  that,  after  he  prepared  them. 

Q.  You  know  that  the  books  and  records  de- 
ducted the  same  percentage  of  profits  to  Bill  Ham- 
mond from  the  contracts  that  they  did  with  respect 
to  Mr.  Petersen,  isn't  that  right? 
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A.  As  I  recollect,  without  checking,  the  amount 
to  Mr.  Petersen  was  deducted  and  then  the  amount 
to  Mr.  Bill  Hammond  was  deducted. 

Q.     Are  you  sure  about  that? 

A.     I  would  want  to  check  the  books. 

Q.  Just  refer  to  the  books  and  tell  us  what 
amount  was  deducted  [347]  from  the  income  of 
the  Ross  B.  Hammond  Company  for  profits  to  Mr. 
Petersen   for   the   year   1942? 

A.     May  I  have  the  ledger  there? 

Q.     Look  at  Journal  Entry  J-125. 

Mr.  Bischoff:  You  find  it  in  your  own  way. 
You  find  the  things  he  asks  for  wherever  you  want 
to  find  them. 

Mr.  Winter:  I  was  going  to  save  him  a  little 
bit  of  trouble. 

A.  What  year  are  you  referring  to,  Mr.  Win- 
ter? 

Q.  I  am  referring  to  1942,  the  profit  which  was 
deducted  from  the  contracts  on  behalf  of  Mr. 
Petersen;,  the  profit  to  Mr.  A.  V.  Petersen  for 
the  year  1942.  A.     $37,129.66. 

Mr.  Bischoff:     Louder.  A.     $37,129.66. 

Mr.  Winter:     Q.     What    was    the    amount    de- 
ducted on  the  books  and  records  as  profit  to  W. 
A.  Hammond? 
.  A.     On  this  particular  transaction,  $37,129. 

Q.     For  the  entire  year? 

A.     I  would  have  to  go  back  and  check  it. 

Q.  Didn't  you  check  that  when  you  checked 
the  records? 

A.  That  is  a  year  and  two  months  together.  I 
would  have  to  go  through  my  working  papers. 
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Q.  Will  you  show  us  from  the  books  what  per- 
centage of  profit  Mr.  A.  Y.  Petersen  was  entitled 
to  under  his  profit-sharing  agreement?  Before  you 
answer  that  question,  I  will  withdraw  it.  [348] 
Where  was  that  deducted  from,  what  contract? 

A.     From  Jobs  208,  210  and  211. 

Q.  Just  find  how  much  was  accrued  to  Mr.  A. 
V.  Petersen  for  the  year  1942? 

A.  I  believe  it  was  $37,129.60,  the  amount  to 
Mr.   Petersen  on  the  books. 

Q.     Are  you  sure  about  that? 

A.  I  would  have  to  go  through  the  working- 
papers. 

Q.  What  was  accrued  on  the  books  to  the  sal- 
ary account  of  Mr.  W.  A.  Hammond?  I  will  ask 
you  to  refer  to  Exhibit  33  and  see  if  you  don't 
find  that  entry  there  made.  A.     $37,129. 

Q.  In  other  words,  the  same  amount  was  ac- 
crued on  the  books  to  A.  V.  Petersen  that  was 
accrued  to  W.  A.  Hammond,  although  W.  A.  Ham- 
mond had  a  contract  for  25  per  cent  of  the  total 
profits?  A.     That  is  correct. 

Q.  That  is  only  15  per  cent  of  the  profits  for 
the  year,  isn't  it? 

A.  That  is  correct,  but  to  the  extent  of  Mr. 
Hammond's  participation  in  the  business  and  part- 
nership, that  would  not  be  reflected  on  the  books 
because  it  had  not  been  recorded. 

Q.     No   capital   account  was  ever 

A.    No  capital  account  for  Mr.  W.  A.  Hammond. 

Q.  No  capital  account  was  ever  set  up  for  hiit 
partnership  profits  mitil  1944,  was  there?  [349] 
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A.  That  is  correct.  That  is  quite  common  in 
partnerships. 

Q.  I  didn't  ask  you  whether  it  was  very  com- 
mon. I  said  none  was  set  up,  was  there? 

A.     That  is  right. 

Q.  In  other  words,  deducted  from  the  contracts, 
and  take  a  deduction  from  income  of  not  only  the 
profit  to  Mr.  Petersen  and  Mr.  Mason,  but  a  profit 
of  15  per  cent  accrued  to  W.  A.  Hammond? 

A.     That  is  correct. 

Q.     No  capital  account  appearing  on  the  books? 

A.     That  is  correct. 

Q.  As  a  matter  of  fact,  no  cajDital  account  was 
on  the  books  until  1945,  was  there? 

A.     I  believe  that  is  the  year  that  was  put  on. 

Mr.  Bischoff:  Do  you  still  want  the  witness 
down  here,  Mr.  Winter? 

Mr.  Winter:     No.  He  may  resume  the  stand. 

Q.  Did  you  attempt  to  make  any  adjustments 
of  any  part  of  the  income  of  this  company  for 
the  years  1942-1943?  A.     No. 

Q.  As  a  matter  of  fact,  it  was  impossible  to 
find  out  from  the  books  or  take  from  the  books  the 
value  of  any  stock  piles  or  work  in  progress  as  of 
the  end  of  each  year? 

A.  That  is  correct.  The  books  show  no  inven- 
tory. 

Q.  It  would  be  impossiljle  to  determine  the  profit 
on  a  strict  [350]  percentage-of -completion  basis, 
wouldn't  it?  A.     Mr.  Winter 

Q.  Just  answer  my  question.  Would  it  or  would 
it  not  be  possible? 


Ross  B.  Hammond  379 

(Testimony  of  Garthe  Brown.) 

Mr.  Bischoff:  He  cannot  answer.  It  is  not 
answerable. 

Mr.  Winter:  Q.  Just  answer  my  question. 
Would  it  or  would  it  not  be  possible  from  the  books 
to  now  compute  the  profit  on  the  long-term  contract 
upon  a  percentage-of -completion  basis'? 

Mr.  Bischoff:  Objected  to,  may  it  please  the 
Court.  The  test  is  the  ability  to  make  a  report  that 
would  clearly  reflect  the  income  w^hen  a  party 
makes  a  return;  not  now. 

The  Court:     He  may  answer. 

A.  I  will  answer,  yes,  but  I  want  to  qualify  that 
with  a  statement  that,  since  inventories  are  not 
necessary,  therefore  we  do  not  need  them  to  pre- 
jDare  a  return  on  the  accrual  basis. 

Mr.  Winter:  Q.  I  did  not  ask  you  that.  I  said 
if  you  were  going  to  report  the  profit  from  these 
long-term  contracts  on  a  strict  percentage-of-com- 
pletion  basis,  would  it  be  possible  to  determine  the 
profit  on  that  basis  from  these  ])ooks  and  records? 

Mr.  Bischoff:  Objected  to,  may  it  please  the 
Court,  as  immaterial.  We  do  not  claim  that  we  re- 
ported on  a  percentage-of-completion  basis,  Your 
Honor.  The  issue  here  concerns  only  the  question 
whether  we  have  adopted  the  accrual  method  and 
whether  it  was  properly  kept. 

The  Court:  He  may  answer,  subject  to  the  ob- 
jection.   [351] 

A.  From  the  books  you  could  not  report  on  a 
percentage-of-completion  basis. 

Mr.  Winter:  Q.  In  other  words,  the  books 
were  not  so  kept  that  you  could  report  the  true 
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income  from  these   contracts  on  a  percentage-of- 

completion  basis?  A.     That  is  correct. 

Q.  Of  course,  it  is  your  contention,  as  counsel 
for  the  plaintiff,  representing  the  plaintiff  at  least 
in  these  proceedings,  in  the  proceedings  leading 
up  to  this,  that  under  the  accrual  method  of  ac- 
counting it  is  not  necessary,  under  the  statute  and 
regulations,  to  keep  any  inventory  of  stock  piles  at 
the  end  of  the  year  or  make  any  estimate  of  work 
completed  but  not  billed  at  the  end  of  the  year. 
That  is  your  contention? 

A.  It  is  our  contention  no  inventories  are  ne- 
cessary. 

Q.  Are  you  also  contending  that  inventories  are 
not  necessary  when  the  billing  is  based  upon  a 
percentage  of  the  completion  of  the  contract  at 
the  date  of  billing? 

Mr.  Bischoff :  Objected  to  as  immaterial  in  this 
case.  Your  Honor,  because  we  are  concerned  only 
with  the  accrual  method. 

The  Court:     Answer. 

(Question  read.) 

A.  On  the  accrual  basis  of  accounting,  it  is  not 
necessary. 

Mr.  Winter:  Q.  It  is  your  contention  it  was 
not  necessary,  in  order  to  reflect  the  income,  to 
make  any  estimate  of  uncompleted  work  or  stock 
piles  at  the  end  of  the  year?  That  is  your  [352] 
contention  ? 

A.  That  is  correct.  They  billed  each  month  and 
that  would  be  included  in  the  latest  billing. 
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Q.  Do  you  know  of  any  other  method,  other 
than  that  adopted  by  the  Commissioner,  which 
would  more  clearly  reflect  the  income  during  each 
taxable  period^ 

Mr.  Bischo:ff:  Objected  to  as  immaterial.  We 
are  concerned  with  what  was  done  in  this  case. 

The  Court:     He  may  answer. 

A.  I  feel  the  method  adopted  by  the  taxpayer 
reflects  it  more  fully  than  that  adopted  by  the  Com- 
missioner, for  the  reason  that  the  income  from  the 
period  is  all  being  reported  as  he  is  entitled  to  it; 
all  accruals  were  taken  into  account;  and  it  is 
as  complete,  I  think  for  a  taxpayer,  as  any  other 
basis  of  accounting  that  he  could  adopt  and  truly 
reflects  his  income  as  closely  as  any  other  basis 
that  he  could  adopt. 

Mr.  Winter:  Are  you  basing  that  opinion — the 
method  adopted  by  the  Commissioner  reflects  the 
total  income,  reporting  as  to  those  contracts  the 
percentage  of  profit  in  each  year,  based  upon  the 
work  and  labor  performed  in  that  year.  You  say 
that  is  not  a  good  method? 

A.  That  is  right,  because  the  percentage  of 
money  earned  in  a  year  on  any  job  will  vary.  One 
particular  contract  might  be  very  profitable;  an- 
other might  show  a  loss.  The  method  adopted  by 
the  Commissioner  would  not  reflect  that.  [353] 

The  other  error  in  his  method  is  that  you  are 
always  going  to  have  to  go  back  and  refigure  the 
past  two  or  three  years  in  order  to  determine  your 
income  for  any  year,  and  that  is  not  a  good  method 
of  accounting. 
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The  law  requires  that  you  determine  your  in- 
come each  year  and,  therefore,  because  of  that  re- 
quirement, I  feel  the  method  adopted  by  the  tax- 
payer does  comply  with  that  requirement. 

Q.  Regardless  of  the  fact  that  a  considerable 
amount  of  work  had  been  done  and  money  expend- 
ed in  one  year  for  which  he  could  not  make  a  bill- 
ing, because  of  some  technicality,  that  would  clearly 
reflect  the  income,  is  that  right? 

A.     That  is  right. 

Q.  In  other  words,  you  think  that  more  clearly 
reflects  the  income  than  if  he  showed  a  percentage 
of  profit  in  each  year? 

A.  That  works  in  any  line  of  business.  You  will 
see  such  distortions,  as  you  call  them,  of  income. 

Q.     If  you  have 

Mr.  Bischoff:     Let  him  get  through. 

A.  I  am  familiar  with  one  case  of  a  tent  manu- 
facturer where,  during  their  first  year,  they  lost 
heavily  and,  in  negotiations  with  the  Government, 
they  stated  that  it  was  only  logical  that  when  a 
contractor  started  that  during  the  first  year  of  op- 
eration he  would  have  a  liability  because  of  the 
high  rate  and  when  he  got  into  production  he 
would  begin  to  show  a  high  rate  of  profit  in  the 
other  years.    [354] 

Q.  But  this  contractor  had  been  in  business 
since  1920? 

A.  That  is  correct,  but  on  each  job  he  had  un- 
profitable parts  and  certainly  his  rate  of  profit  is 
going  to  vary;  depends  on  the  portion  of  the  job 
that  the  contractor  is  working  on. 
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Q.  Of  course,  you  are  very  much  interested  in 
the  result  of  this  lawsuit,  aren't  you? 

A.  I  haven't  any  interest  in  tlie  result  of  it, 
Mr.  Winter. 

Q.  You  are  a  member  of  the  partnership,  Jacol), 
Jones   &  Brown?  A.     That  is  correct. 

Q.  You  have  been  employed  by  the  taxpayer; 
you  were  employed  by  Mr.  Jacob  to  work  on  this 
case  in  1946?  A.     That  is  correct. 

Q.     That  is  where  you  were  paid  your  salary? 

A.     Yes,  that  is  correct. 

Q.  And  you  say  you  don't  have  any  interest  in 
it? 

A.  Well,  I  have  a  natural  interest  in  the  tax- 
payer as  a  client,  the  same  as  I  would  any  other 
client  of  the  office,  but  so  far  as  any  added  remu- 
neration should  this  case  be  determined  one  way  or 
the  other,  that  would  make  no  diiference  to  me. 

Q.  As  a  matter  of  fact,  when  you  filed  the  pro- 
test in  this  case,  you  were  given  opportunity  to 
show  on  what  basis  it  would  more  clearly  reflect 
the  income  than  that  adopted  by  the  Commissioner? 

Mr.  Bischoff :  That  is  objected  to  as  immaterial. 
We  only  have  this  one  issue  here. 

The   Court:     He  may  answer.    [355] 

A.  In  filing  of  the  protest,  Mr.  Jacob  handled 
that  part  of  it.  I  do  not  recollect  being  allowed 
to  give  the  Government  any  other  basis. 

Mr.  Winter:  You  went  down  and  made  your 
protest — made  your  investigation,  rather,  after  the 
protest  was  filed? 
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A.  Our  investigation  was  made  preparatory  to 
the  case  coming  on  for  trial,  and  it  was  set  for  pre- 
trial a  year  ago.  We  spent  perhaps  a  month  to 
familiarize  ourselves  with  the  books  and  the  method 
of  accounting  employed,  and  also  for  the  prepa- 
ration of  the  protest  there  was  an  examination 
made. 

Q.  You  say  that  a  method  of  accounting,  in 
connection  with  long-term  contracts,  which  does  not 
make  any  allowance  for  stock  piles  of  materials  on 
hand  or  percentage  of  work  completed  clearly  re- 
flects the  income?  That  is  your  contention? 

A.  Clearly  reflects  the  income  over  the  years, 
that  is  correct. 

Q.  Supposing,  Mr.  Brown,  that  you  adopt  an 
accrual  method  of  accounting  in  the  books  and  that 
during  the  last  three  months  in  a  year  considerable 
work  was  expended,  time  and  material  and  labor 
expended  on  the  job,  and  no  billings  were  made 
until  the  end  of  the  year  and,  since  no  billings  were 
made,  no  income  was  accrued:  Would  you  say  in 
that  case  the  books  clearly  reflect  the  income  on 
the  accrual  basis? 

Mr.  Bischoff:  That  is  objected  to,  may  it  please 
the  Court.  It  is  purely  hypothetical.  That  is  not 
the  situation  here.  There  is  no  evidence  in  the 
record  to  support  that  hypothesis.  [356] 

The  Court:     He  may  answer. 

A.  If  the  taxpayer  did  not  bill  when  he  was 
entitled  to  bill,  and  let  it  go  deliberately,  that 
would  not  clearly  reflect  the  income,  but  if  he  billed 
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Ms  billings  that  he  was  entitled  to  over  that  period 
because  of  the  terms  of  the  contract,  then,  it  would 
clearly  reflect  the  income,  because  he  would  have 
received  all  he  was  entitled  to  receive. 

Mr.  Winter:  Q.  I  am  assuming  that  all  the 
work  during  the  past  three  months  was  such  that 
under  the  terms  of  the  contract  considerable  ex- 
pense had  been  incurred,  such  as  labor  and  ma- 
terials,   A.     Yes. 

Q.  — but  under  the  contract  it  was  not  possible 
to  bill  for  all  the  work  and  labor  and  materials  un- 
til after  the  first  of  the  next  year,  and  the  accounts 
were  kept  on  an  accrual  basis:  Would  you  say,  in 
that  event,  the  books  would  clearly  reflect  the  in- 
come? A.     Again,  over  the  years,  they  would. 

Q.  Over  a  period  of  years  but  not  during  the 
taxable  period,  during  the  last  three  months'? 

A.  If  such  was  the  case  under  your  hypothetical 
question  and  if  considerable  money  were  spent  in 
that  year,  obviously  not. 

Q.  In  other  words,  if  $1,057,409.83  was  spent 
in  the  first  nine  months,  I  mean  spent  during  the 
year,  in  the  cost  of  labor  and  materials  on  a  job, 
but  they  could  not  bill  for  the  last  three  [357] 
months  for  unfinished  work  or  work  which  had  not 
been  accepted  as  yet  because  of  some  minor  defects, 
would  you  say  that  the  income  during  that  year 
would  be  clearly  reflected? 

A.    Are  you  referring  to  our  case  now? 

Q.     I  am  referring  to  a  situation  such  as  this. 
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Mr.  Bischoff:  Objected  to  as  purely  hypothet- 
ical, in  nature,  not  within  any  issue  in  this  case. 

The  Court:  You  will  have  a  chance  to  present 
your  case. 

Mr.  Winter:  I  was  using  substantially  the  fig- 
ures in  this  case  but  I  am  using  them  as  a  hypo- 
thetical  question. 

The  Court:     Yes. 

Mr.  Winter:     I  want  to  shorten  it  if  I  can. 

The  Court:  You  are  using  one  of  the  contracts 
in  this  case"? 

Mr.  Winter:  Yes,  I  am  using  the  figures  in  the 
Troutdale  contract.  I  am  assuming  them  for  the 
purpose  of  my  question. 

The  Court:  Treat  it  as  if  it  applied  to  the 
Troutdale  contract. 

A.     If  the  work  were  not  billable  at  the  time 

The  Court:     You  know  what  the  facts  are. 

A.  In  that  particular  case,  since  the  work  had 
been  billed,  they  do  clearly  reflect  the  income  on 
that  portion  of  that  particular  job. 

Mr.  Winter:  Q.  Would  it  not  indicate  to  you 
that  considerable  more  work  had  been  done  than 
the  amount  for  which  they  were  able  to  bill? 
Wouldn't  that  be  indicated  to  you"?  [358] 

A.  In  that  particular  one,  Mr.  Winter,  we 
checked  and  we  found  they  were  not  able  to  bill 
any  more;  they  had  billed  everything  they  could; 
as  a  matter  of  fact,  they  sustained  a  loss  on  that 
particular   contract. 

Q.  There  is  no  record  in  there  anywhere  as  to 
work  partially  completed  as  of  December  31st  is 


Ross  B.  Hammond  387 

(Testimony  of  Garthe  Brown.) 

there?  Is  there  anything  in  the  books  to  show  what 

stock  pile  was  on  hand  December  31st  on  that  job? 

A.     Mr.  Winter,  you  know 

Q.     Answer  my  question. 

A.  There  was  nothing  on  the  books  to  determine 
the  stock  pile. 

Q.     In  Troutdale?  A.     Yes. 

Q.  And  there  was  nothing  in  the  books  that  you 
found  which  would  show  uncompleted  work  for 
which  they  could  not  bill  as  of  that  date,  was  there  ? 

A.     That  is  correct. 

Q.  Nothing  in  the  books  to  show,  in  connection 
wdth  any  of  the  contracts,  the  amount  of  stock  pile 
or  uncompleted  work  for  which  they  could  not  bill? 

A.     That  is  correct. 

Mr.  Winter:     That  is  all. 

Redirect  Examination 
By  Mr.  Bischoff: 

Q.  Mr.  Brown,  was  there  anything  in  the  books 
to  indicate  that  [359]  there  was  in  fact  any  stock 
pile? 

Mr.  Winter:     Object  to  that. 

A.     Nothing  to  indicate  it. 

Mr.  Bischoff:     Just  a  moment. 

Mr.  Winter:  He  is  not  asking  for  something 
on  the  books.  He  is  asking  for  something  that  is 
not  on  the  books. 

The  Court:     Go  ahead. 

A.  Nothing  on  the  books  to  indicate  that  there 
was  any  inventory  of  stock  piles. 

Mr.  Bischoff:     That  is  all.  ^ 
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Recross  Examination 
By  Mr.  Winter: 

Q.     There  was  nothing  on  the  books  about  any 
inventory  of  stock  piles?  A.     That  is  correct. 

Q.     The  books  were  absent  of  any  reference  to 
that?  A.     To  any  inventory,  that  is  correct. 

The  Court:     Step  down. 

Mr.  Winter:     Q.     But  every  cost  that  had  been 
incurred,  whether  paid  or  not,  had  been  accrued? 

A.     That  is  correct. 

Q.     All  labor  up  to  December  31st? 

A.     That  is  correct. 

Q.     All  materials   ordered  or  billed  up  to  De- 
cember 31st?  A.     That  is  correct.   [360] 

Q.     As  to  whether  or  not  it  was  a  part  of  any 
of  these  estimates,  you  would  not  know,  would  you  ? 

A.    We  checked  those  and  determined  the  esti- 
mates were  billed  as  far  as  could  be  Inlled. 

Q.     In  accordance  with  the   contracts? 

A.     In  accordance  with  the  contracts. 

Mr.  Winter:     That  is  all. 

The  Court:     Step  down. 

(Witness  excused.)   [361] 

FRANK  H.  EISEMAN, 

was  thereupon  produced  as  a  witness  on  behalf  of 
plaintiff  and,  being  first  duly  sworn,  was  examined 
and  testified  as   follows: 

Direct   Examination 
By  Mr.  Bischoff: 

Q.    Where  do  you  live,  Mr.  Eiseman? 
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A.     Portland,  Oregon. 

Mr.  Winter:     I  didn't  get  his  name. 

The    Clerk:     Frank    H.    Eiseman. 

Mr.  Winter:     What  is  the  first  name? 

A.     Frank  H.  Eiseman. 

Mr.  Bischoff:     Q.     What  is  your  profession? 

A.     I  am  a  Certified  Public  Accountant. 

Q.     How  long  have  you  been  living  in  Portland? 

A.     I  have  been  in  Portland  since  March,  1940. 

Q.  Are  you  a  member  of  any  state  or  national 
organization  of  Certified  Public  Accountants? 

A.  I  am  a  member  of  the  Oregon  State  Society 
of  Certified  Public  Accountants  and  I  am  also  a 
member  of  the  American  Institute  of  Accountants, 
which  is  a  national  organization  of  Certified  Public 
Accountants. 

Q.  How  long  have  you  been  engaged  in  the 
accounting  profession? 

A.     Some  fourteen  years. 

Q.  When  did  you  become  a  Certified  Public 
Accountant? 

A.  I  passed  my  examination  in  the  fall  of 
1945.   [362] 

Q.     Where  have  you  practiced  your  profession? 

A.  I  was  engaged  for  a  short  while  with  Whit- 
comb,  Buell,  Stratford  &  Company  in  the  Pacific 
Building,  here  in  Portland,  Oregon,  and  for  four 
years  I  was  connected  with  Piepenbrink  &  Kron, 
accountants  in  this  city. 

Q.  Are  both  of  these  firms  accountants  in  this 
city? 
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A.  Yes.  They  are  both  firms  of  Certified  Public 
Accountants.  Since  the  first  of  this  year  I  have 
had  my  own  office. 

Q.  Mr.  Eiseman,  did  you,  at  my  request,  make 
an  examination  of  the  books  and  records  of  the 
Ross  B.  Hammond  Company? 

A.     Yes,  sir,  I  did. 

Q.  When  did  you  begin  to  make  the  examina- 
tion? 

A.  You  told  me  of  my  engagement  on  the  31st 
of  December,  1947. 

Q.  Did  you  go  to  work  on  the  examination  at 
that  time? 

A.  I  started  some  of  the  preliminary  work  on 
that  very  day. 

Q.     At  the  time  you  were  employed  to  make  th' 
examination,  were  you  given  the  Revenue  Agent's 
report  in  this  case?  A.     Yes,  I  was. 

Q.  That  is  the  report  for  the  year  in  which 
this  controversy  was  involved? 

A.  The  report  I  was  given  for  the  year,  the 
combined  years  of  1942  and  1943.  I  believe  it  is 
called  1943  on  the  report. 

Q.  I  show  you  Exhibit  20  and  ask  you  if  that 
is  the  Revenue  Agent's  report  that  was  submitted 
to  your  for  your  study? 

A.  Yes.  I  saw  a  photostatic  copy  of  this  re- 
port. [363] 

Q.  Did  you  familiarize  yourself  with  the  con- 
tentions that  were  being  made  in  that  report? 

A.     Yes,  sir,  I  did. 
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Q.  In  making  that  examination  of  the  records, 
did  you  do  so  for  the  purpose  of  determining  the 
facts  pertinent  to  these  questions  that  are  raised? 

A.    Yes,  sir,  I  did. 

Q.  In  connection  with  the  examination,  did  you 
examine  the  income  tax  returns  for  the  tax  years 
referred  to  in  this  Revenue  Agent's  report? 

A.  I  examined  the  retained  copies  of  the  tax 
returns  filed  for  the  years  1939,  1940,  1941,  1942, 
1943  and  1944. 

Q.  State  what  examination  you  made  of  the 
records?  Did  you  go  down  to  the  office  of  Ross  B. 
Hammond  Company? 

A.  Yes,  I  went  down  to  the  office  of  the  Ham- 
mond Company.  I  was  given  the  general  ledger, 
the  journals,  the  trial  balance  book  and  other  sup- 
porting records  I  asked  for  which  I  felt  were  neces- 
sary for  the  purpose  of  the  examination  I  was 
making. 

Q.     Did  you  examine  the  monthly  estimates? 

A.     Yes,  I  did. 

Q.  And  all  the  contracts  that  w^ere  referred  to 
in  the  Revenue  Agent's  report? 

A.  I  did  not  examine  all  the  estimates  but  I 
examined  some  of  the  estimates  on  the  contracts 
referred  to  in  the  Revenue  Agent's  report.  [364] 

Q.  Did  you  examine  them  sufficiently  to  state 
the  manner  in  w^hich  they  were  gotten  up  and  the 
information   they    purported   to    present? 

A.  I  examined  several  sufficiently  to  satisfy 
myself  of  the  method  employed  in  making  up  the 
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estimate  and  recording  them  on  the  books  of  the 

company. 

Q.  Did  you  make  what  we  might  call  a  partial 
test  check  or  partial  test  checks  of  these  monthly 
estimates  into  the  books  to  see  how  they  were 
handled  % 

A.  Yes.  I  made  certain  test  checks  in  that  re- 
gard. 

Q.  State  how  long  you  were  engaged  in  making 
that  examination  and  to  what  extent  you  made  the 
examination  of  these  records? 

A.  I  worked  a  great  deal  since  December  31st 
on  the  examination  of  the  books  and  records  of 
the  company,  to  the  end  of  last  week.  The  examina- 
tion was  made  for  the  purpose  of  determining 
whether  the  method  employed  was  an  accrual 

Q.  Did  you  examine  the  records  for  the  pur- 
pose of  determining  whether  the  method  employed 
was  consistently  followed  through  the  years  that 
you  referred  to? 

A.  Yes.  That  was  another  purpose  of  the  exam- 
ination, and  I  further  compared  the  profits  shown 
on  the  books  with  the  profits  shown  on  the  tax 
returns. 

Q.  From  the  examination  that  you  made,  Mr. 
Eiseman,  are  you  able  to  state  the  method  of  ac- 
counting that  had  been  used  by  the  Hammond 
Company  for  the  years  1939  to  1944,  inclusive,  was 
the  [365]  accrual  methods? 

A.  Yes.  The  method  of  accounting  since  1939 
^as  the  accrual  method. 
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Q.  What  did  you  find  from  the  examination  as 
to  the  consistency  in  the  maintenance  of  these  ac- 
counts during  those  years? 

A.  The  accrual  method  was  consistently  fol- 
lowed on  the  books. 

Q.  I  call  your  attention  to  the  list  of  separate 
accounts  set  up  on  the  books  of  the  company  as 
they  are  reflected  in  the  balance  sheet  book  during 
the  years  in  question,  and  ask  you  to  state  whether 
the  list  of  accounts  that  were  set  up  is  proper  and 
adequate  for  the  maintenance  of  the  accrual  sys- 
tem of  accounting? 

A.  The  trial  balance  book  indicated  that  the 
accounts  which  are  important  for  an  accrual  method 
were  all  kept.  I  am  here  referring  to  accounts 
payable,  accounts  receivable,  accrued  expense,  ac- 
counts like  accrued  Federal  Social  Security, 
accounts  like  unemployment  compensation,  and  ac- 
crued interest  payable  and  other  accounts  of  this 
type.  Would  you  want  me  to  read  these  accounts  ? 

Q.  It  is  not  necessary.  They  have  been  read  into 
the  record,  so  it  is  not  necessary  to  repeat  them. 

Are  you  able  to  state  whether  the  income  tax 
returns,  as  they  were  made,  for  the  years  1939  to 
1940,  were  in  accordance  with  the  accounts  as  they 
were  kept?  A.     Yes,  they  were. 

Q.  Did  you  check  to  see  whether  the  figures  of 
profit  or  loss,  if  any,  were  exactly  as  they  are  in 
the  books?  [366] 

A.  I  found  in  one  of  the  later  years  a  small  dis- 
crepancy, which  was  in  favor  of  the  Government 


394  J.  W.  Moloney  vs. 

(Testimony  of  Frank  H.  Eiseman.) 
against  the  taxpayer.  The  income  was  slightly  over- 
stated on  the  tax  return  compared  to  the  books,  but 
otherwise  I  found  full  agreement. 

Q.     How  much  was  the  amount  of  the  error? 

A.     I  think  some  $300. 

Mr.  Winter:  I  do  not  see  the  materiality  of 
that. 

Mr.  Bischoff:  Are  you  able  to  state  from  your 
examination  of  the  books  that  you  made  and  of 
the  tax  returns  made  upon  those  books  whether  the 
accounts  as  kept,  clearly  reflect  the  income? 

Mr.  Winter:  Objected  to  as  calling  for  a  con- 
clusion of  the  witness.  I  don't  think  this  witness 
can  so  testify. 

The  Court:     He  may  answer. 

Mr.  Winter:  He  can  testify,  as  an  expert,  as  to 
what  the  books  show,  but  as  to  whether  they  clearly 
reflect  the  income,  that  is  a  matter  for  this  court. 

The  Court:     He  may  answer. 

A.  The  method  employed  for  the  years  in  ques- 
tion clearly  reflected  the  income  within  the  meaning 
or  in  accordance  with  the  Internal  Revenue  Code 
and  regulations. 

Mr.  Bischoff:     You  may  cross-examine. 

The  Court:  Before  you  start  in,  is  this  some 
kind  of  a  test  case  the  Commissioner  is  making? 

Mr.  Winter:  No,  Your  Honor,  it  is  not  a  test 
case  at  all.  The  Commissioner  is  authorized  under 
Section  41,  where  books  are  [367]  so  kept  that  the 
income  of  the  taxpayer  is  not  clearly  reflected  in 
liis  returns,  to  require  the  taxpayer  to  keep  such 
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records  or  adopt  his  own  method  in  arriving  at 

the  income. 

It  is  the  Government's  position  that  they  at- 
tempted to  go  on  an  accrual  basis,  and  they  re- 
ported on  a  percentage-of-completion  l)asis,  and 
they  got  kind  of  a  hybrid  situation.  I  think  the 
record  will   show 

The   Court:     ''High-bred"   or   "hybrid"? 

Mr.  Winter:     I  don't  understand. 

The  Court:     I  don't  understand  you. 

Cross-Examination 
By  Mr.  Winter: 

Q.  Mr.  Eiseman,  you  say  the  accounts,  the  books 
were  kept  on  an  accrual  basis'?  A.     Yes. 

Q.  They  accrued  all  liabilities,  such  as  labor 
and  material,  that  went  into  the  contract  as  of  De- 
cember 31st,  the  end  of  each  year? 

A.  I  am  talking  about  the  method,  not  about 
the  accrual  dates. 

Q.  You  say  the  method  of  accounting  was  on 
an  accrual  basis  and,  as  a  matter  of  fact,  the  books 
reflected  that  they  did  accrue 

Mr.  Bischoff:  Answer,  instead  of  shaking  your 
head. 

Q.  (Mr.  Winter) :  The  books  did  accrue  all 
accounts  payable,  labor  and  material,  as  of  the  end 
of  each  year? 

A.  The  books  showed  that  there  were  accounts 
payable.   [368] 

Q.  Yes.  Did  you  check  the  accounts  payable  to 
see  whether  all  these  accounts  were  properly  ac- 
cruable  in  the  years  in  question? 
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A.  I  did  not  confirm  any  of  the  accounts  pay- 
able to  make  sure  all  accounts  payable  were  set  up. 
I  didn't  think  that  a  part  of  my  task  in  this  par- 
ticular case  because  small  errors  would  not  prevent 
a  taxpayer  from  being  on  the  accrual  basis. 

Q.  I  didn't  ask  you  what  you  thought.  I  asked 
you  whether  or  not  you  did. 

A.  I  did  not  confirm  that  all  accounts  payable 
had  been  set  up. 

Mr.  Bischoff:     Let  his  finish. 

Mr.  Winter:  You  say  you  examined  a  few  of 
the  billings.  Those  billings  were  all  based  on  the 
engineer's  estimate  attached  to  the  billings,  weren't 
they  ?  A.     Yes. 

Q.  How  was  the  profit  on  the  contracts  kept  on 
the  books?  Would  you  say  that  was  on  a  strict  ac- 
crual method  of  accounting? 

A.     In  my  opinion  it  was. 

Q.  Were  any  adjustments  made  in  the  books 
or  was  there  anything  in  the  books  to  show  that  any 
adjustments  were  made  for  stock  on  hand,  stock 
piles  on  hand,  at  the  end  of  the  year,  or  unfinished 
work  ? 

A.  I  did  not  find  any,  but  according  to  the  Com- 
missioner's— According  to  the  Code  and  regula- 
tions, that  does  not  appear  to  be  necessary. 

Q.  I  am  not  asking  about  the  regulations,  what 
the  regulations  [369]  provide.  I  say:  Is  there  any- 
thing on  the  books  to  show  that? 

A.     I  didn't  find  any. 

Q.  As  to  the  books,  if  there  was  a  million  dollars 
in   uncompleted   work   for   which   no   billings   had 
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been  made,  that  would  not  be  clearly  reflected  in- 
come in  the  year  in  which  the  costs  had  been  ac- 
crued,  would   it?  A.     Apparently  not. 

Q.  Did  you  examine  the  books'?  You  had  the 
cash  journal  for  1938.  What  method  of  accounting: 
is  shown  in  the  books  for  1938? 

A.     What  book  are  you  referring  to? 

Q.  What  system  of  accounting  do  the  books 
reflect  was  used  in  1938? 

A.  My  examination  did  not  go  into  that  very 
detailed,  but  there  is  some  question  in  my  mind 
whether  there  was  any  particular  method,  as  here 
contended  in  this  court,  now,  employed  in  the  year 
1938. 

Q.  I  am  not  asking  you  to  pass  upon  the  testi- 
mony in  this  court.  I  am  asking  you,  as  an  expert, 
to  tell  me  what  method  of  accounting  was  employed 
by  this  company  in  1938. 

A.  I  was  just  trying  at  the  time  to  tell  you  my 
opinion  about  it.  I  understand  that  the  contract  for 
the  State  Capitol  was  kept  on  the  percentage-of- 
completion  basis,  but  I  found  a  very  important 
difference  between  the  method  described  in  the 
regulations  and  the  methods  employed  in  this  par- 
ticular year.  If  I  may  have  a  copy  of  the  regula- 
tions and  perhaps  a  copy  of  the  returns,  [370]  I 
can  explain. 

Q.  I  didn't  ask  you  about  the  regulations.  I 
asked  you  if  you  could  tell  me  what  method  of 
bookkeeping  was  employed,  in  your  opinion,  by  the 
company  for  1938.  Can  you  answer  that  question 
Yes  or  No?  Can  you  tell  me? 
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A.  I  don't  think  there  was  any  particular 
method  used  in  the  year  1938. 

Q.  You  don't  think  there  was  any  particular 
method  ? 

A.  No.  I  found  a  combination  of  various 
methods. 

Q.  AVer  en 't  the  books  kept  on  an  accrual  method 
of  accounting  as  they  were  in  prior  years'? 

A.  The  income  and  expenses  evidently  were  ac- 
crued but  the  income — the  income  from  the  State 
Capitol  job  was  not  reported  on  any  clear  method 
as  it  is  explained  in  the  Code  and  regulations. 

Q.  On  what  method  of — On  what  method  was 
the  long-term  contract  of  the  Capitol  Building  re- 
ported in  1938  and  1939? 

A.  As  I  mentioned  before,  it  was  not  a  clear- 
cut  method  according  to  the  Code  and  regulations. 

Q.  Was  it  a  percentage-of-completion  method  of 
reporting  on  that  contract? 

A.  It  was  not  a  percentage-of-completion  method 
as  described  in  the  Code  and  regulations. 

Q.  In  what  way,  in  your  opinion,  didn't  it  com- 
ply with  the  percentage-of-completion  method? 

A.  The  Code  and  regulations  provide  that  on  any 
uncompleted  [371]  contract  which  is  to  be  reported 
on  the  percentage-of-completion  basis,  the  percent- 
age of  completion  should  be  applied  to  the  income 
received,  and  then,  from  this  income  received,  as 
computed,  the  actual  expenses  should  be  deducted. 
This  was  not  done. 

Q.    Well,  all  right.  ; 
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Mr.  Bischoff:  Just  a  minute.  I  object  to  coun- 
sel interrupting  the  witness  until  he  gets  through 
with  his  answer. 

The  Court:     Continue. 

A.  This  was  not  done  on  the  return.  The  income 
reported  from  the  State  Capitol  job  was  not  shown 
in  this  manner  on  the  return  for  1938.  The  manner 
in  which  it  was  done  was  that  the  total  income  re- 
ceived, according  to  the  estimates,  was  taken  and 
from  it  deducted  the  total  expenses  incurred  up  to 
date,  plus  the  estimated  expenses  to  complete  the 
job,  and  this  estimated  profit  then  was  multiplied 
by  the  percentage  of  completion,  and  this  method 
is  not  in  accordance  with  the  Code  and  regulations 
for  the  year  1938. 

Q.  (Mr.  Winter)  :  Was  that  the  method  em- 
ployed by  the  company  prior  to  1938  in  reporting 
the  Capitol  job?  A.     I  didn't  check  that. 

Q.  Then  you  say  there  was  a  hybrid  method — 
there  wasn't  an  accrual  method  but  there  was  a 
hybrid  method  used  in  1938  in  reporting  the  in- 
come? 

A.  I  believe  you  might  call  it  that.  I  should  say, 
further,  there  was  another  contract  started  in  the 
year  1938  and,  if  the  [372]  taxpayer  would  have 
been  on  a  clear  percentage-of -completion  basis,  he 
would  have  had  to  report  certain  profit  or  loss  on 
that  particular  contract,  which  he  did  not  do.  That 
indicates  to  me  that  he  was  not  really  on  the  per- 
centage-of-completion  basis,  as  the  Commissioner 
described  it  in  the  regulations,  for  the  year  1938. 
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Q,  For  the  year  1939 — Will  you  refer  to  the 
taxpayer's  return?  What  does  "percentage  of  com- 
pletion" mean  on  the  1939  return?  What  does  that 
mean,  in  your  opinion? 

A.  I  don't  see  any  percentage  of  completion  in 
1939. 

Q.  You  see  "portion  of  completion"  under  these 
contracts,  the  Capitol  Building 

A.  I  think  you  are  referring  to  the  year  1938 
that  you  want  me  to  look  at. 

Q.     No,  I  want  you  to  look  at  1939. 

A.     1939  does  not  indicate 

Q.     What  contracts  are  shown  there? 

A.  Balance  of  the  State  Capitol,  University  of 
Oregon  Library,  alterations  to  the  Morgan  Build- 
ing, main  barracks  building,  St.  Vincent's  Hospital 
alterations,  alterations  to  the  Arlington  Club,  re- 
pairs to  Multnomah  Civic  Stadium. 

Q.  Doesn't  that  balance  refer  to  the  percentage 
of  completion  that  was  not  reported  in  the  previous 
year  on  the  Capitol  Building? 

A.  The  income  tax  return  for  the  year  1939 
does  not  indicate  [373]  anything  about  that. 

Q.     What  does  it  say  as  to  the  Capitol  Building? 

A.     May  I  read  it  to  you? 

Q.     Yes. 

A.     State  Capitol  Building,  Job  193 

Q.     Yes. 

A.    final  contract  price,  $2,072,012.58. 

Q.     Yes. 

A.  Cost:  Labor,  $176,003,94;  materials,  subcon- 
tracts, insurance,  et  cetera,  $1,778,091.02,  and  then 
$112,406.52;  a  total  cost  of  $2,060,556.48,  and  this, 
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ded\icted  from  the  contract  price,  leaves  a  profit  of 
$5,457.10.  There  is  no  mention  made  of  percentage 
of  completion. 

Q.  That  is  the  balance  or  percentage  of  the 
building-  was  completed  in  that  year,  isn't  that 
right?  A.     That  is  my  understanding. 

Q.  In  other  words,  that  is  the  percentage  of 
completion,  the  final  completion  of  the  building,  and 
about  90  per  cent  had  been  reported  in  prior  years 
on  a  percentage-of-completion  basis'? 

A.  The  tax  return  for  1939  does  not  indicate 
anything  about  percentage  of  completion.  I  think 
the  figures  you  mentioned  are  on  earlier  returns. 

Q.  When  you  compare  that  return  with  the  1938 
return,  it  shows  the  final  percentages  of  completion  ? 

A.  If  I  may  say  so,  it  means  the  same  thing, 
approximately.  It  [374]  is  the  balance  of  the  profit 
which  had  not  been  reported  in  prior  years. 

Q.     On  a  percentage  basis? 

A.  On  whatever  basis  they  had  been  using.  If  it 
was  a  percentage  basis,  yes,  but  I  don't  think  it 
was  a  percentage  basis,  in  agreement  with  the  Code 
and  regulations. 

Q.     Refer  to  the  next  contract. 

A.     You  want  me  to  read  that? 

Q.    Yes. 

A.  University  of  Oregon  Medical  School  Li- 
brary, Job  194. 

Q.    Yes. 

A.  Contract  price,  $332,642.16,  less  cost  of  la- 
bor, $61,399.21,  materials,  subcontracts,  insurance, 
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et  cetera,  $242,625.03,  total  cost  $304,124.84.  This, 

deducted  from  the  contract  price,  leaves  a  profit  of 

$28,517.32. 

Q.    Read  the  next  one. 

A.  Alterations  to  Morgan  Building,  Job  195: 
Fixed  fee,  $1,726.61,  less  $850.85  which,  deducted 
from  the  fixed  fee,  leaves  two  thousand — pardon 
me.  May  I  correct  that?  Added  to  the  fixed  fee 
gives  a  profit  of  $2,577.46. 

Q.     What  was  the  amount  of  the  fixed  fee"? 

A.     $1,726.61. 

Q.     Read  the  next  one. 

A.  Main  barracks  building.  Job  196.  Portion  of 
contract  completed [375] 

Q.  Read  that  again,  "Portion  of  contract  com- 
pleted." 

A.  Portion  of  contract  completed, — Let  me  fin- 
ish. 

Q.     I  want  you  to  read  that  wording  again. 

A.  ''Portion  of  contract  completed  in  1939,"  as 
per  War  Department  certificate,  $752,082.54,  less 
cost  of  labor  $179,868.56,  materials,  subcontracts 
and  insurance,  et  cetera,  $545,089.52,  total  cost 
$724,958.08,  leaves  a  profit  of  $27,124.46. 

Q.  In  other  words,  in  reporting  the  income  from 
that  contract  for  1939,  the  taxpayer  kept  the  books 
on  an  accrual  basis,  you  say,  is  that  right? 

A.     That  is  my  opinion. 

Q.  Then,  he  reports  on  the  portion  of  the  build- 
ing completed  as  per 

A.    per  the  certificate.  ; 
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Q.  In  other  words,  he  is  reporting  his  profit  on 
the  percentage  of  the  completion  of  the  building, 
isn't  that  right? 

A.     I  don't  think  that  is  necessarily  the  same. 

Q.     What? 

A.     I  don't  think  that  is  necessarily  the  same. 

Q.     That  is  not  necessarily  the  same? 

A.     No. 

Q.     But  he  kept  reporting  it  on  that  basis? 

A.  My  understanding  is  that  it  is  not  the  same 
in  many  cases. 

Q.     It  is  not  the  same  in  many  cases? 

A.     No.   [376] 

Q.  You  are  familiar  with  the  fact  that  many 
taxpayers  report  their  long-term  contracts  on  a 
percentage-of -completion  basis  and  keep  their  books 
on  an  accrual  basis? 

A.  They  accrue  items  of  expense  and  accrue  in- 
come, but  that  does  not  mean  that  they  are  on  the 
accrual  basis  for  the  purpose  of  reporting  long- 
term  contracts. 

Q.  What  do  you  contend  or  understand  is  the 
difference  between  the  accrual  and  percentage-of- 
eompletion  basis,  if  any? 

A.  It  is  the  substance  of  this  whole  discussion. 
On  a  percentage-of-completion  basis,  one  of  the 
conditions  is  that  we  have  to  take  inventories  into 
account.  On  the  accrual  method  for  construction 
contracts,  the  Commissioner  does  not  require  any 
inventories,  and  there  are  other  conditions  which 
may  come  up  under  certain  circumstances,  but  I 
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think  that  is  one  of  the  basic  differences  between  the 

two  methods. 

Q.  In  other  words,  you  think  the  Commissioner 
only  requires  the  use  of  inventories  with  respect  to 
mercantile  goods  where  the  taxpayer  is  keeping  his 
books  on  the  accrual  method  of  accounting? 

A.     Mercantile  and  manufacturing  companies. 

Q.  You  say  that  is  the  only  time  the  Commis- 
sioner may  require  a  taxpayer  to  keep  an  inventory 
at  the  end  of  the  year  and  make  an  adjustment  for 
the  work  completed  for  which  no  billing  has  been 
made? 

A.  In  a  general  way,  yes.  There  may  be  a  feAv 
more  types  of  [377]  business  that  we  have  not 
mentioned  here,  and  which  I  might  be  able  to  think 
of,  but  generally  you  are  right  on  that. 

Q.  If,  for  example,  a  taxpayer  keeps  his  books 
on  a  strict  accrual  method  of  accounting,  that  is,  he 
has  accrued  all  his  work,  labor  and  materials,  and 
he  did  not  make  any  billings  for  three  months  prior 
to  the  end  of  the  year,  and,  therefore,  did  not  ac- 
crue any  income,  do  you  think  such  a  method  of 
accounting  would  clearly  reflect  the  income? 

A.  If  he  had  the  right  to  receive  this  money, 
then  he  should  have  accrued  it  on  the  books.  "Ac- 
crue" means  to  show  it  on  the  books,  show  income 
on  the  books  when  he  has  the  right  to  receive  it, 
when  the  right  to  receive  it  is  established — the  right 
to  receive  and  the  amount  to  be  received  is 
established. 

Q.  Suppose,  for  some  reason,  under  the  con- 
tract the  engineer  refused  to  approve  an  estimate, 
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although  the  work  has  actually  been  completed,  and 
it  is  not  approved  until  the  end  of  the  year.  Would 
you  say  that  would  not  result  in  a  distortion  of  in- 
come for  income  tax  purposes? 

A.  No  dou])t  it  would  be  in  the  taxpayer's  in- 
terest to  get  approval  if  there  is  justification  for  it, 
and  he  would  fight  for  it  as  much  as  he  could.  As- 
suming an  engineer  would  not,  for  certain  reasons, 
give  him  a  certificate,  because  the  workmanship 
was  faulty,  there  evidently  cannot  be  any  accrual. 

Q.  If  the  taxpayer  wanted  to  shift  his  income 
into  a  subsequent  year  and  could  properly  not  seek 
getting  a  certificate,  he  could  [378]  then  just  fail 
to  get  a  certificate  approved  and  thereby  put  the 
income  over  into  the  subsequent  year.  You  say  if 
the  taxpayer  were  so  inclined  he  could  do  that? 

A.  Theoretically,  it  might  be  the  case  but  here, 
in  this  particular  case,  Mr.  Hammond  indicated 
that  he  needed  all  the  money  he  could  possibly  get 
to  finance  his  contract,  and  he  put  his  billings  in 
just  as  soon  as  he  possibly  could. 

Q.  Mr.  Eiseman,  I  didn't  say  Mr.  Hammond 
did  it.  I  said,  supposing  a  contractor  kept  his  books 
on  a  strict  accrual  method,  and  only  accrued  these 
amounts  for  which  he  billed,  without  taking  into 
consideration  the  work  and  labor  performed  on 
unfinished  portions  for  which  he  could  not  bill,  if 
he  just  failed  to  get  a  certificate  and  failed  to  bill 
them  until  after  the  end  of  the  year,  he  could  then 
effectively  shift  his  income  into  the  next  year,  isn't 
that  right? 
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A.  If  he  had  a  right  to  receive  the  money,  if  he 
had  a  right  to  receive  the  certificate  of  the  architect, 
he  should  have  accrued  it.  If  he  failed  to  obtain  a 
certificate,  that  in  itself  does  not  mean  that  he 
should  have  accrued  it. 

Q.  I  am  not  talking  about  whether  he  should  or 
should  not  have.  I  say,  he  could  then  shift  his  income 
or  substantial  income  into  the  succeeding  year,  if 
he  Avere  so  inclined  ? 

Mr.  Bischoff :  We  have  no  charge  of  fraud  or 
evasion,  your  Honor,  or  even  a  suggestion  of  it  in 
the  Revenue  Agent's  report,  that  any  item  was 
shifted  from  one  place  to  another  for  the  [379]  pur- 
pose of  evading  tax.  Why  should  we  be  trying  that 
issue  here? 

The  Court:    Go  ahead,  Mr.  Eiseman. 

(Question  read.) 

A.  Since  he  had  the  right  to  receive  the  certificate 
of  the  architect,  it  would  be  an  accrual  item.  Just 
the  fact  that  he  had  not  asked  for  the  certificate  in 
itself  would  not  mean  that  it  should  be  accrued. 

Mr.  Winter:  Q.  Supposing  a  taxpayer  made  a 
constant  practice  of  not  accruing  any  items  unless 
he  had  actually  billed — 

The  Court :    We  will  recess  until  one-thirty. 

(Thereupon  a  recess  was  taken  until  1:30 
o'clock  p.m.) 
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Court  reconvened  at  1:30  o'clock  p.m.,  Thursday, 
January  15,  1948. 

Cross-Examination — (Continued) 
By  Mr.  Winter: 

Q.  Mr.  Eiseman,  at  the  time  of  recess  we  were 
discussing  what  you  considered  the  distinction  be- 
tween an  accrual  method  of  accounting  and  the  per- 
centage-of-completion  basis. 

Under  the  accrual  method  of  accounting,  where  a 
taxpayer  is  reporting  on  long-term  contracts,  is  it 
proper  to  accrue  the  value  of  the  work  in  progress 
at  the  end  of  each  year  for  which  no  billing  has  been 
made,  but  where  all  the  expenses  in  performing  that 
work  in  progress  had  been  accrued?  [380] 

A.  May  I  clarify  something  first  in  my  mind 
])ef  ore  I  answer  that  ?  Do  I  understand  that  you  said 
''Under  the  accrual  method"? 

Q.     No,  I  will  reframe  the  question. 

A.  You  are  talking  only  about  percentage  of 
completion  ? 

Q.     I  am  talking  about  the  accrual  method. 

A.     Talking  about  the  accrual  method? 

Q.  Supposing  a  taxpayer  keeps  his  books  upon 
the  accrual  basis  of  accounting,  on  that  method  of 
accounting,  where  he  is  reporting  on  the  accrual 
method,  long-term  contracts,  is  it  proper  to  accrue 
on  the  books  the  value  of  the  work  in  progress  at 
the  end  of  the  year  for  which  no  billing  has  been 
made  to  the  owner,  but  concerning  which  work  con- 
siderable costs  and  expenses  have  been  incurred  and 
accrued  on  the  books? 
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A.  If  he  was  not  entitled  to  receive  any  money 
over  and  above  what  he  had  billed,  and  he  consist- 
ently followed  that  method,  I  think  that  would  have 
been  the  proper  thing  to  do. 

Q.  In  other  Avords,  you  think  a  proper  method 
of  accrual  would  be  if  he  had  expended  one  million 
dollars,  for  example,  in  completing  work  which 
lacked  probably  2  per  cent  more  to  complete  before 
he  could  make  a  billing,  and  he  then  billed  after  the 
end  of  the  year,  you  say  it  would  be  a  proper  method 
of  accounting  not  to  accrue  the  value,  regardless  of 
whether  he  could  bill  it  under  his  contract  or  not? 

A.  I  think,  as  a  matter  of  fact,  contracts  are 
never  written — at  least,  I  never,  in  my  practice,  have 
run  across  a  contract  of  [381]  this  type,  that  billing 
has  to  be  withheld  until  the  final  completion  of  the 
building.  The  contracts  I  have  seen  in  my  practice 
always  have  been  on  such  a  basis  that  billings  could 
be  made  before  the  contract  was  completed,  if  there 
was  a  contract. 

Of  course,  if  the  contractor  goes  ahead  and  locates 
a  building  on  somebody  else's  ground  without  having 
any  contract,  that  is  a  different  story.  What  can 
happen,  especially  if  this  contract  is  with  the  Gov- 
ernment— it  could  happen  he  never  will  be  reim- 
bursed for  it;  it  could  happen  that  the  person  who 
told  him  to  go  ahead  would  be  removed  from  the 
position  he  occupied  and  none  of  his  verbal  conmiit- 
ments  would  be  binding  upon  the  Federal  Govern- 
ment. It  would  be  very  questionable  whether  he 
ever  could  collect  on  this  particular  contract. 
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But,  providing-  there  is  a  contract,  according  to 
the  contracts  I  am  familiar  with,  there  is  always  a 
possibility  to  bill  some  portions  of  the  money  ex- 
I)ended  before  the  contract  is  finally — before  the 
building  is  finally  completed. 

Q.  All  right.  Supposing  that  the  contract  pro- 
vided that  he  would  be  able  to  1)111  the  owner  based 
upon  the  material  which  was  put  into  a  building, 
plus  the  labor  which  was  actually  put  in  the  building, 
on  completion  of  one  unit,  for  example,  that  cost 
one  million  dollars,  but  the  contract  provided  that 
until  the  unit  was  completed  he  could  not  bill  the 
owner — he  could  not  bill  the  owner  until  that  one 
unit  of  the  contract  was  completed,  and  he  had  spent 
one  million  dollars  in  1942,  but  it  was  [382]  not 
completed  to  the  extent  that  it  could  be  billed  until 
1943.  Would  it  or  would  it  not  be  proper  to  the 
accrual  method  of  accounting  to  accrue  the  reason- 
able value  of  the  labor  and  materials  that  had  been 
expended  in  1942,  the  actual  value? 

A.     I  am  not  familiar  with  any  type  of  contract — 

Q.     I  say,  if  those  were  the  facts. 

A.  Assuming  that  there  would  be  a  contract  of 
that  type — 

Q.     Yes. 

A.  — we  would  have  a  very  similar  situation  to 
where  the  contract  could  be  on  a  completed-contract 
basis.  We  have  there  also,  maybe  two  or  three  years 
before  the  final  completion  of  the  contract,  certain 
profits  that  might  have  been  made  being  deferred 
to  the  very  end,  to  the  final  completion  of  the  con- 
tract. 
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It  may  be  somewhat  contrary  to  logical  thinking, 
l)ut  if  the  contractor  continuously  follows  that 
method,  I  think  it  reflects,  over  the  years,  the 
proper  income. 

In  the  same  way  here,  if  the  contractor  continu- 
ously follows  one  method,  to  deviate  from  that  par- 
ticular method  certainly  would  be  the  wrong  thing 
to  do.  I  think  consistency  is  one  of  the  important 
things  in  accounting. 

Q.  In  1938  the  taxpayer  in  this  case  reported 
his  income  on  the  Capitol  Building  on  the  basis  of 
the  percentage  of  the  completion  of  the  total  con- 
tract, didn't  he? 

A.  Not  in  accordance  with  the  Commissioner's 
rule. 

Q.  I  say,  that  is  what  he  reported,  isn't  it,  on 
the  basis  of  [383]  percentage  of  completion? 

A.  Some  method  of  percentage  of  completion  but 
not  the  method  prescribed  by  the  Commissioner. 

Q.  I  didn't  ask  you  whether  it  was  the  method 
prescribed  by  the  Commissioner,  but  the  taxpayer, 
did  he  not,  in  his  books  and  records  and  on  his 
return,  reported  his  income  on  the  Capitol  Building 
on  the  basis  of  percentage  of  completion  of  the  total 
contract?  Answer  that  yes  or  no,  did  he  or  did  he 
not  ?  A.     Yes. 

Q.  He  also  reported  the  percentage  of  comple- 
tion of  the  total  contract  in  his  return  for  1939, 
didn't  he,  on  the  Capitol  Building? 

A.  He  reported  the  balance  of  the  unreported 
profit. 
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Q.  That  was  the  balance  of  the  percentage  of 
the  total  contract,  wasn't  it?  A.     Yes. 

Q.  He  had  already  reported  98  per  cent  of  the 
percentage  of  the  contract  in  prior  years,  1936,  1937 
and  1938,  hadn't  he  I  A.     That  is  correct. 

Q.  In  1939  he  reported  the  balance  of  the  per- 
centage of  the  total  contract,  which  was  completed 
then,  on  his  1939  return?  A.     That  is  correct. 

Q.  And  with  respect  to  that  other  contract  you 
were  reading  from,  he  reported  the  portion  of  the 
completed  building  on  his  return  in  1939.  That  is 
what  he  says  in  his  return,  doesn't  he?  [384] 

A.  Not  in  those  words.  He  reported  that  portion 
which  he  was  entitled  to  bill.  He  showed  that  par- 
ticular portion  of  the  income  which  he  was  entitled 
to  bill  at  that  particular  time. 

Q.  In  1939  the  taxpayer  reported  the  portion 
of  the  contract  completed  in  1939  on  the  United 
States  War  Department  barracks? 

Mr.  Bischoff:  He  went  over  that,  your  Honor. 
He  went  over  that  matter  and  had  the  witness  read 
off  these  items,  and  the  witness  was  examined  con- 
cerning them.  I  do  not  see  any  reason  for  a  rej^eti- 
tion  of  this  matter. 

Mr.  Winter:  Q.  Were  the  estimates  of  the  en- 
gineer based  on  the  portion  of  the  building  that  was 
completed? 

A.  I  am  not  familiar  with  that  particular  con- 
tract. 

Q.  On  any  of  the  contracts  were  the  estimates 
based  upon  the  percentage  of  completion  of  tlui 
contract  ? 


412  /.  W.  Moloney  vs. 

(Testimony  of  Frank  H.  Eiseman.) 

A.  Not  necessarily.  It  depends  upon  the  terms 
of  the  contract. 

Q.  Are  you  familiar  with  the  terms  of  these 
contracts  ? 

A.  I  have  looked  at  some  specifications  of  the 
(lovernment  contracts,  general  specifications  of  Gov- 
ernment contracts. 

Q.  Under  the  Defense  Plant  Corporation  con- 
tracts, he  was  entitled  to  reimbursement  of  75  per 
cent  of  the  amount  of  completed  work,  isn't  that 
right?  A.     I  am  not — 

Q.     To  bill  for? 

A.  I  am  not  familiar  with  that  particular  con- 
tract. 

Q.  If  he  was  only  entitled  to  bill  the  owner  for 
75  i^er  cent  of  [385]  the  amount  completed  in  a  year 
under  the  accrual  system  of  accounting,  wouldn't 
it  be  proper  to  accrue  the  value  of  the  25  per  cent 
for  which  he  could  not  bill,  at  the  end  of  the  taxable 
year  ? 

A.  That  was  a  proper  accrual  method  and, 
according  to  my  investigation,  that  was  done. 

Q.  Couldn't  bill  for  the  25  per  cent.  The  engineer 
could  only  allow  them  to  lull  for  75  per  cent  of  the 
work  which  was  completed,  although  he  had  to  spend 
the  cost  of  completing  100  per  cent  of  it,  isn't  that 
right  ? 

A.     This  particular  25  per  cent  was  retained  only. 

Q.  No,  I  am  not  talking  about  retained  percent- 
ages, now. 

Mr.  Bischoff :    Finish  your  answer,  Mr.  Eiseman. 
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Mr.  Winter :  Q.  I  am  not  talking  about  retained 
]}ercentages. 

A.  I  don't  understand  your  question  then,  very 
well. 

Q.  You  understand,  for  instance,  here  is  10  per 
cent  retained  percentage  on  the  contract;  10  per 
cent  retained?  A.     Yes. 

Q.  There  is  also  the  75  per  cent  that  they  will 
pay,  based  upon  the  engineer's  estimate,  isn't  that 
right? 

Mr.  Bischoff :  I  object  to  the  witness  being  inter- 
rogated about  the  contents  of  the  contract.  He  did 
not  purport  to  testify  he  was  familiar  with  the 
provisions  of  the  contracts.  We  don't  even  know 
Avh  ether  Mr.  Winter  is  correctly  stating  to  him 
the  import  of  the  provisions  with  respect  to  payment. 

The  Court:  If  he  doesn't  know,  he  can  just  say 
so. 

A.  Yes;  I  am  not  familiar  with  this  particular 
provision  which  you  are  mentioning. 

Mr.  Winter:     All  right. 

Q.  If  the  contract  provides  that  10  per  cent  of 
the  contract  price  shall  be  retained  by  the  owner 
and  that  the  contractor  is  only  entitled  to  bill  the 
owner  on  the  basis  of  75  per  cent  of  the  amount  of 
work  completed  on  the  contract,  would  it  or  would 
it  not  be  proper  to  accrue  the  25  per  cent  difference 
between  the  amount  of  completed  work  and  the 
amount  of  the  engineer's  estimate? 

Mr.  Bischoff :  Objected  to,  your  Honor,  as  imma- 
terial and  on  the  ground  that  it  is  not  the  proper 
hypothesis  involved  in  this  case. 
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Mr.  Winter:    The  contract  is  in  evidence. 

The  Court :    What  contract  does  that  apply  to  ? 

Mr.  Winter :  That  is  the  Defense  Plant  Corpora- 
tion. 

Mr.  Bischoff:  I  prefer  to  have  counsel  read  the 
provisions  of  the  contract,  so  we  will  know  what  we 
are  talking  about. 

A.  I  am  not  familiar  with  any  provision  of  the 
type  you  mentioned  here.  I  probably  would  have  to 
study  the  contract  first  before  being  able  to  give 
you  some  opinion. 

The   Court:     Which  contract  so  provides? 

Mr.  Winter:  The  Defense  Plant  Corporation 
contract.  The  taxpayer  is  reimbursed  75  per  cent 
of  all  materials  located  on  [387]  the  site  at  the  close 
of  each  month. 

Mr.  Bischoff:  Where  do  you  find  in  there  that 
that  is  in  addition  to  the  10  per  cent  retained  per- 
centage provision?  Just  read  anything  of  that  kind 
in  there. 

Mr.  Winter:  Article  15.  *' Payments:  Unless 
otherwise  provided  in  the  contract,  the  owner  shall 
make  partial  payments  as  the  work  progresses  as 
follows:  Upon  appliaction  by  the  contractor  and 
certification  by  the  architect-engineer,  and  approved 
by  owner,  owner  shall  make  monthly  payments  to 
the  contractor  of  90  per  cent  of  the  value  of  labor 
and  materials  incorporated  in  the  work  and  75 
per  cent  of  all  labor  and  material  stored  at  the 
site  up  to  the  first  day  of  the  month  as  estimated  by 
the  architect-engineer,  less  the  aggregate  of  all  pre- 
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vious  payments,  provided  that  the  aggregate  of  all 
monthly  payments  shall  not  exceed  90  per  cent  of 
the  contract  price. 

"Upon  completion  and  acceptance  by  the  owner 
of  all  work  required  hereunder,  the  amount  due  the 
contractor  under  this  contract  will  be  paid  upon  the 
issuance  of  the  architect-engineer's  final  certificate, 
after  the  contract  shall  have  furnished  the  owner 
with  a  release  of  all  claims  against  the  owner  arising 
under — "  and  so  forth. 

Mr.  Bischoif :  The  75  per  cent  refers  to  materials 
not  incorporated. 

Mr.  Winter:    That  is  what  I  said. 

Mr.  Bischoff :  It  was  not  included  in  your  ques- 
tion. [388] 

Mr.  AVinter :  Ninety  per  cent  where  it  is  included 
in  the  building  and  75  per  cent  where  it  is  in  stock 
piles. 

Mr.  Bischoff:    That  is  what  you  say  now. 

Mr.  Winter:     Yes. 

Mr.  Bischoff :    That  is  not  what  you  said  before. 

Mr.  Winter :  Q.  Wouldn't  it  be  proper  to  accrue 
the  materials  on  hand — Don't  look  at  Mr.  Bischolf. 
Look  at  me. 

A.     I  am  looking  at  you,  Mr.  Winter. 

Q.  Wouldn't  it  be  proper  to  accrue  that  per- 
centage in  accruals  at  the  end  of  the  year? 

A.  It  all  depends  upon  the  method  which  had 
been  followed  in  prior  periods.  The  basic  thing,  in 
order  to  clearly  reflect  the  income,  is  that  the  method 
is  consistently  followed  over  the  years,  and  it  is 
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my  understanding  that  this  method  has  been  fol- 
lowed in  prior  years  to  set  up  these  retained  per- 
centages. 

Q.     Was  it  followed  in  1938  and  1939? 

A.  I  did  not  check  any  items  in  1938  as  to  that 
regard.  I  would  have  to  look  at  the  books  first  to 
determine  that  question. 

Q.  Was  a  different  method  of  accounting  set  up 
for  1939,  1940  and  1941  than  was  set  up  for  1938? 

A.  I  think  I  have  testified  to  that,  what  the 
accounting  method  was  in  the  year  1938. 

Q.  Do  you  know  what  method  of  accounting  was 
authorized  for  the  year  1938? 

A.  I  saw  only  the  letter,  the  final  letter  of  the 
Commissioner,  [389]  which  was  dated  some  time 
around  May,  1938.  I  did  not  see  the  previous  corres- 
pondence. 

Q.  Is  it  your  understanding  that  a  different 
method  was  employed  in  1939,  1940  and  1941  than 
was  employed  in  1938  ?  Is  that  your  understanding  ? 

A.  I  believe  I  testified  to  that  before,  that  there 
was  no  clear  method  used  in  the  year  1938. 

Q.     How  were  the  books  kept? 

A.  Accruals  of  income  and  accruals  of  expense 
were  used  in  the  year  1938. 

Q.  And  the  accrual  method  of  income  and 
expenses  was  used  in  1939,  too?  A.     Yes. 

Q.  The  accrual  method  of  income  and  expenses 
was  also  used  in  1940? 

A.  Yes,  but  there  is  a  difference  in  the  way — 
Perhaps  there  is  a  difference  in  the  way  the  contracts 
were  reported.  You  refer  to  two  different  things. 
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Q.  You  mean  they  made  a  change  in  the  method 
of  reporting  on  the  contracts  from  what  they  had 
in  1938,  is  that  what  you  mean? 

A.  We  are  talking  about  the  difference  between 
one  job,  the  State  Capitol  job,  and  all  following- 
jobs.  As  I  explained  before,  there  was  one  contract 
started  in  1938  which  was  not  reported  on  the  same 
j^asis  as  the  Capitol  job. 

Q.  How  w^ere  the  books  kept  in  1938?  Was  it  on 
an  accrual  [390]  method  or  was  it  on  a  percentage- 
of -completion  method?  The  books,  I  mean. 

Mr.  Bischoff:  Your  Honor,  I  think  at  this  time 
it  would  be  appropriate  for  counsel  for  the  defend- 
ants to  now  state  their  position  with  respect  to  the 

1938  method  as  compared  to  the  1939  and  subsequent 
years  method,  because  the  Revenue  Agent's  report 
denied  us  the  right  to  use  the  accrual  method  in 

1939  and  subsequent  years,  because  he  says  in  1938 
he  used  the  percentage-of-completion  basis.  There- 
fore, he  says,  we  had  to  continue  on  that  basis.  That 
is  what  he  says.  Those  are  his  words. 

Now,  he  says,  "You  did  not  have  a  right  to  use 
any  other  but  the  percentage-of-completion  basis, 
because  you  did  not  get  consent." 

From  the  examination  that  has  been  going  on 
here  ad  infinitum  upon  this  sul)ject,  it  now  appears 
that  they  want  to  take  the  position  that  1938  was 
the  accrual  method  the  same  as  1939.  If  that  is  their 
position,  they  ought  to  say  so  now  so  we  will  know 
where  the  examination  is  leading  us  to,  so  I  may 
know  whether  I  have  to  question  him  about  that  and 
your  Honor  will  be  able  to  know  whether  you  are 
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to  go  back  to  the  existence  or  non-existence  of  a 
consent  or  the  necessity  for  a  consent  to  change  the 
method.  I  think  the  case  has  gone  far  enough  that 
they  should  take  a  position  as  to  that. 

Mr.  Winter:  Since  the  pre-trial  and  since  the 
introduction  in  evidence  of  the  letter  requesting  the 
Connnissioner  for  a  [392]  determination  of  the 
method  upon  which  they  could  keep  books  in  1938, 
counsel  has  made  a  right-about  turn. 

Mr.  Bischoff:     No,  I  didn't. 

Mr.  Winter:  They  introduced  the  1938  income 
tax  return,  demanded  everything  from  1938  to  1944 
in  their  subpoena  duces  teciun.  He  is  now  trying  to 
eliminate  1938  and,  while  we  might  have  made  some 
mistake  back  there,  we  want  to  show  that  that  same 
method  was  adopted,  and  that  is  that  an  accrual 
system  of  accounting  was  kept  but  not  the  true 
accrual  and  that  they  did  not,  in  reporting  the  profit 
on  contracts,  adopt  either  a  pure-bred  accrual 
method  or  a  pure-bred  percentage-of-completion 
method. 

Mr.  Bischoff :  What  do  you  now  claim  the  1938 
method  was? 

Mr.  Winter:  The  method  used  by  the  taxpayer 
in  1938,  just  as  he  states  in  his  letter. 

Mr.  Bischoff:     What  do  you  claim  for  it? 

Mr.  Winter:  Just  as  the  taxpayer  said  in  his 
letter — I  will  read  it. 

Mr.  Bischoff :  We  are  entitled  to  have  a  statement 
of  their  position. 

Mr.  Winter:     Yes.  This  is  our  position: 
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"In  accordance  with  the  requirements  of  Article 
42-4—"  This  is  in  March,  March  3,  1938—"  .  .  . 
application  is  hereby  made  for  permission  to  account 
for  profits  upon  contracts  performed  by  this  com- 
pany upon  a  basis  of  percentage  of  the  contracts 
[392]  completed  within  each  calendar  year.  Doubt- 
less, this  request  is  not  necessary  as  no  change  is 
being  made  in  the  accounting  method  heretofore 
em])loyed,"  in  view  of  the  fact  that  the  corporation's 
books  have  been  kept  on  an  accrual  basis  and  the 
individual  books  of  Mr.  Hammond  kept  on  a  similar 
basis. 

If  they  had  reported  the  true  percentage  of  com- 
pletion on  their  contracts,  we  would  not  be  here, 
because  there  would  not  be  this  serious  distortion 
of  income. 

That  is  what  they  asked  the  Commissioner  to  do 
and  the  Commissioner  said  '^You  can  keep  your 
accounts  on  an  accrual  basis",  and  they  have  kept 
their  accounts  on  an  accrual  basis,  but  they  have 
not  made  any  allow^ance  for  stock  piles  of  material. 
If  they  accrue  considerable  in  one  year,  a  million 
dollars  in  one  year,  and  they  only  accrue  twenty-five 
thousand  in  another,  it  is  just  distorted  income. 
There  is  no  relationship,  the  way  it  has  been  re- 
]3orted,  to  the  actual  profit  in  any  one  year  under 
any  contract.  In  one  year,  if  the  Court  please,  as 
I  pointed  out,  they  had  an  $8,000  income  and  no 
costs.  Ridiculous. 

Mr.  Bischoff:  May  I  read  from  the  Revenue 
Agent's  report  which  is  the  basis  upon  which  this 
adjustment  was  made? 
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''In  the  taxpayer's  1938  return  the  i)rofits  earned 
from  the  contract — "  referring  to  the  Capitol  con- 
tract—  '' — were  reported  on  the  basis  of  i^ercentage 
of  completion.  The  computation  was  made  in  the 
return  by  estimating  the  total  profit  to  be  received 
from  the  contract,  applying  thereto  the  per  cent 
of  [393]  completion,  as  determined  by  the  engineers, 
(98.3),  and  deducting  from  the  result  the  profit 
reported  by  the  corporation.  The  estimated  profit 
was  determined  by  subtracting  from  the  estimated 
total  income  from  the  contract  the  expenditures  made 
to  December  31,  1938,  plus  the  estimated  amount  to 
be  paid  in  1939.  The  1938  profit  was  computed  in 
the  same  manner  in  the  taxpayer's  books." 

That  is  his  statement  as  to  what  we  did,  what  our 
books  show  and  what  our  returns  show — percentage 
of  completion. 

Here  is  what  he  goes  on  to  say:  "For  the  years 
1939,  1940,  1941,  1942  and  1943  the  taxpayer  made 
no  attempt  to  keep  the  books  or  to  prepare  the 
returns  upon  the  basis  of  percentage  of  completion." 

He  goes  on  to  point  out  that,  because  we  had  no 
consent,  we  had  no  right  to  depart  from  the  per- 
centage-of-completion  basis  which  we  used  in  1938, 
despite  this  issue  that  he  tenders  and  upon  which 
they  saddled  us  with  a  deficiency  in  tax. 

Now,  the  examination  is  being  directed  to  an 
attempt  to  establish  that  the  1938  bookkeeping 
method  and  return  are  not  upon  the  percentage-of- 
completion  basis.  That  is  what  they  are  trying  to  do 
now,  and  it  is  my  view,  since  they  have  gone  this 
far,  they  should  take  a  position,  so  that  we  may  know 
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where  we  are  going  in  this,  whether  we  have  got 
an  issue  about  consent  at  all  in  this  case,  or  whether 
there  was  any  inconsistency. 

Mr.  Winter:  Q.  In  good  accounting  practice,  is 
it  possible  or  is  it  desirable  to  keep  books  on  an 
accrual  method  of  accounting  [394]  and  report  the 
profit  on  contracts  on  a  percentage-of-completion 
basis,  long-term  contracts'?  That  is  approved  prac- 
tice, isn't  it?  A.     It  is  approved  practice. 

Q.  It  is  approved  practice  to  accrue  income  and 
expenses  and  to  keep  contracts  on  a  percentage-of- 
completion  basis.  That  is  approved  practice,  isn't  it? 

A.     Yes. 

Q.     And  it  clearly  reflects  income  ? 

A.  But  that  is  separate.  That  is  apart  from  an 
accrual  method  of  reporting  contracts  on  the  accrual 
basis. 

Q.  I  am  talking  about  keeping  the  books  on  an 
accrual  basis.  In  other  words,  a  taxpayer  can  request 
to  keep  his  books  of  account  on  an  accrual  basis 
and  can  also  report  the  contracts  upon  a  percentage- 
of-completion  basis,  isn't  that  right? 

A.  In  the  first  part,  having  in  mind  to  accrue 
income  and  expenses,  then  it  is  correct,  yes. 

Q.  In  the  event  you  report  the  profit  on  con- 
tracts on  a  percentage-of-completion  basis,  whether 
it  is  a  percentage  based  on  the  engineer's  reports  or 
whether  it  is  a  percentage  basis  based  upon  the  per 
cent  of  the  building  completed,  the  completed  build- 
ing, based  upon  the  engineer's  reports,  it  is  neces- 
sary to  make  allowance  or  make  adjustments  for 
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stock  piles  on  hand  and  uncompleted  work  at  the 

end  of  the  year? 

A.     On  the  uncompleted-contract  basis,  it  is.  [395] 

Q.     On  a  percentage-of-completion  ? 

A.  On  a  percentage-of -completion  basis,  yes,  that 
is  correct. 

Q.  It  is  absolutely  necessary,  in  order  that  it 
won't  distort  the  income  from  one  year  to  another? 

A.  That  is  correct,  but  not  on  the  accrual  method 
of  accounting ;  it  is  not  necessary. 

Q.     How  do  you  accrue  contracts? 

A.  It  is  all  based  upon  the  right  to  receive  a 
certain  amount  and  the  obligation  to  pay. 

Q.  Is  there  any  consideration  given  to  the  type 
of  contract  upon  which  you  could  only  be  able  to  bill 
75  per  cent  of  the  materials  ? 

A.  That  would  be  a  part — the  difference  between 
75  and  100  per  cent  could  be  a  part  of  that  retained 
percentage  we  have  been  talking  about. 

Q.  If  it  had  been  a  part  of  the  retained  percent- 
age, you  will  accrue  that  amount  on  your  books? 

A.     Yes. 

Q.  Did  they  accrue  anything  on  their  books  other 
than  the  billings  based  upon  the  engineer's  esti- 
mates ? 

A.  To  my  knowledge,  the  retained  percentages 
have  been  added  to  income. 

Q.  Just  the  retained  percentages,  but  did  they 
accrue  anything  else? 

A.     I  have  not  checked  the  other  part.  [396] 

Q.  There  is  no  record  of  any  inventory  of 
amounts  in  stock  piles? 
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A.  That  is  a  part  of  the  retained  percentages  you 
are  talking  about,  the  difference  between  75  per  cent 
received  and  100  per  cent  which  is  shown  originally 
on  that  particular  billing.  I  would  think  that  would 
be  a  part  of  that  retained  percentage,  only  the  per- 
centage is  different  from  the  percentage  you  have 
on  the  work  done. 

Q.  What  did  they  bill  the  Defense  Plant  Cor- 
poration on  materials? 

A.  I  am  not  familiar  with  that.  I  think  you  would 
have  to  ask  the  bookkeeper  about  that.  I  just  made 
certain  tests. 

Q.  As  a  matter  of  fact,  they  only  billed  75  per 
cent  of  the  materials  to  the  Defense  Plant  Corpora- 
tion, did  they  not?  A.     I  did  not  check  that. 

Q.     No.  Yet,  how  long  were  you  down  there  ? 

A.  I  was  down  there  about  four — portions  of 
four  days. 

Q.     Portions  of  four  days? 

A.  Yes,  and  the  balance  of  the  work  I  have  done 
in  the  office,  in  my  office. 

Q.     You  say  you  went  down  there  December  31st  ? 

A.  I  didn't  say  I  went  down  there.  I  started  to 
work  on  that  part  of  the  case. 

Q.  And  this  other  work  you  have  done  was  up 
until  last  week  ?  A.     Yes,  the  end  of  last  week, 

Q.  You  have  been  in  court  during  all  the  testi- 
mony in  this  [397]  case,  with  counsel? 

A.     Practically  all  of  it,  yes. 

Q.     Are  you  employed  by  Mr.  Bischoff? 

A.  No,  I  have  my  own  office.  I  am  now  practicing 
by  myself. 
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Q.  Have  you  been  doing  any  work  for  Mr. 
Bischoff? 

A.  This  is  the  first  contact  I  have  ever  had  with 
Mr.  Bischoff.  In  fact,  I  just  met  him  when  I  opened 
my  own  office  through  his  son,  whom  I  know. 

Q.  Employed  here  on  a  fee  basis  or  under  sub- 
poena ?  A.     I  am  employed  on  a  fee  basis. 

Q.  Is  that  fee  contingent  upon  the  outcome  of 
this  trial? 

A.  No,  not  in  any  way ;  dependent  upon  the  time 
involved  in  familiarizing  myself  with  the  records 
and  the  time  spent  in  court. 

Mr.  Winter:    I  think  that  is  all. 

Redirect  Examination 
By  Mr.  Bischoff: 

Q.     State  how  much  your  compensation  is  to  be. 

A.     I  have  not  checked  my  time  but — 

Q.  I  mean,  the  rate  of  compensation  that  we 
agreed  upon?  A.     It  will  be  $5  an  hour. 

Mr.  Bischoff:     That  is  all. 

(Witness  excused.)  [398] 

ROBERT  T.  JACOB 

was  thereupon  produced  as  a  witness  on  behalf  of 
plaintiff  and,  being  first  duly  sworn,  was  examined 
and  testified  as  follows: 

Direct  Examination 
By  Mr.  Bischoff: 

Q.  Mr.  Jacob,  you  are  one  of  the  attorneys  in 
this  case  for  plaintiff,  are  you  not? 

A.     That  is  correct. 
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Q.  Have  you  been  attorney  for  the  Ross  B.  Ham- 
mond Company  for  some  time? 

A.     Since  1936. 

Q.  And  up  to  and  including  the  year  1942,  what 
Avas  the  nature  of  the  services  you  rendered  for  Mr. 
Hammond? 

Mr.  Winter:  Objected  to  as  incompetent,  irrele- 
vant and  immaterial. 

The  Court:     Answer. 

A.  I  rendered  various  services  in  connection  with 
his  tax  matters  and  with  his  business  matters,  too. 

Q.  Did  he  consult  with  you  regarding  his  tax 
problems  ? 

A.  Yes,  his  accountants  have  with  respect  to  the 
annual  returns  and  they  and  he  have  consulted  me 
about  his  business  affairs. 

Q.  Did  he  confer  with  you  at  all  prior  to  Febru- 
ary 3,  1942,  with  respect  to  the  formation  of  a  part- 
nership with  his  son? 

A.  Yes,  he  did.  Either  the  latter  part  of  1940 
or  the  first  part  of  1941,  he  consulted  with  me  regard- 
ing a  partnership  with  [399]  Bill. 

He  said  Bill  was  planning  to  go  to  Brazil  to 
establish  his  own  contracting  business;  he  tried  to 
impress  upon  him  the  fact  that  he  was  throwing 
away  a  good  foundation,  and  that  he  would  have 
to  start  at  the  bottom,  which  he  felt  was  needless, 
and  he  said  he  had  talked  with  him  with  a  view  to 
his  coming  in  with  him,  and  he  wanted  to  be  sure 
that  he  was  tied  in,  so  I  discussed  the  matter  with 
him  generally,  and  he  informed  me  Bill  was  to  be 
married  very  shortly  thereafter. 


426  J.  W.  Moloney  vs. 

'"^"Stimony  of  Robert  T.  Jacob.) 

I  asked  him  if  he  were  aware  of  what  the  result 
would  be  if  anything  happened  to  Bill ;  that  his  wife 
would  be  the  heir  to  his  estate  and  so  on  and,  after 
having  x^ointed  that  out  to  him,  he  decided  he  would 
let  the  matter  rest  to  see  how  Bill  and  his  bride  got 
along,  so  nothing  was  done  then  respecting  the 
formation  of  the  partnership. 

Q.     When  was  the  matter  broached  again? 

A.  It  was  taken  up  again  the  early  part  of  1942, 
after  Bill  had  returned  from  the  time  he  spent  at 
Fort  Lewis, 

Q.  What  precipitated  the  discussion  at  that  time 
with  respect  to  a  partnership? 

A.  Well,  he  was  trying  to  keep  Bill  from  going 
into  the  service;  he  felt  that  because  of  Bill's  train- 
ing and  his  accomplishments  and  because  of  the  fact 
that  he — 

Q.  You  don't  need  to  go  into  detail,  but  was  that 
the  thing  that  brought  the  thing  in  focus  again? 

A.  That  is  right,  and  the  fact  that  he  was  enter- 
ing into  a  number  of  other  agreements  with  H.  M. 
Mason  and  A.  V.  Petersen. 

Q.  What  did  he  say  to  you  as  to  his  conclusion 
with  respect  to  the  formation  of  a  partnership? 

A.     He  decided  he  wanted  the  partnership  formed. 

Q.  Did  he  give  you  any  instructions  with  respect 
to  preparing  the  agreement? 

A.  He  did.  He  told  me  what  interest  Bill  was 
to  have ;  and  what  the  drawing  accounts  were  to  be 
and  instructed  me  to  prepare  the  agreements. 

Q.  I  show  you  Exhibits  No.  2  and  No.  3  and  ask 
you  if  you  prepared  those  instruments? 
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A.     I  did. 

Q.  Are  those  in  the  form  they  were  originally, 
or  has  there  been  any  substitution  of  any  i)a])ers,  as 
Mr.  Winter  has  intimated  in  his  examination  here? 

A.     None  whatsoever. 

Mr.  AYinter :  I  object  to  that,  as  to  my  intimating. 
I  asked  questions.  I  can  ask  questions  without  coun- 
sel insulting  me,  I  think.  Of  course,  I  consider  the 
source. 

Mr.  Bischoff:  After  these  documents  were  pre- 
pared, did  you  supervise  the  execution  of  them,  or 
were  you  present,  or  did  you  just  turn  them  for 
execution  ? 

A.     No,  I  sent  them  to  Mr.  Hammond  in  the  mail. 

Q.     You  retained  copies  for  your  files'?  [401] 

A.     That  is  right. 

Q.  In  connection  with  the  preparation  of  income 
tax  returns  for  the  Hammond  Company,  and  mem- 
bers of  it,  did  you  undertake  to  make  up  the  balance 
sheet  and  trial  balance  from  which  the  income  tax 
returns  were  made? 

A.  No,  I  didn't.  The  preparation  of  returns  is 
made  in  two  or  three  different  ways — that  is,  the 
furnishing  of  advice  or  the  actual  preparation  of 
the  returns.  In  connection  with  Mr.  Hammond,  our 
office  never  has  prepared  any  of  the  returns. 

Q.  Who  actually  accumulated  the  figures  upon 
which  the  income  of  the  taxpayer  had  to  be  deter- 
mined, or  from  which  it  had  to  be  determined? 

A.  Mr.  Hammond's  accountant  in  every  case  ac- 
cumulated the  information. 
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Q.  To  what  extent  did  you  have  anything  to  do 
with  the  supervision  of  the  income  tax  returns? 

A.  I  was  avaihible  for  counsel  and  conferences 
as  to  any  item  under  discussion,  as  to  how  it  should 
be  handled,  and  I  checked  the  computations  and,  as 
a  matter  of  fact,  either  I  or  my  office  checked  the 
computations  in  each  of  the  years  in  question,  except 
possibly  the  year  1942.  We  have  no  record  of  having 
had  anything  to  do  with  the  1942  returns.  You  will 
notice  in  all  cases  except  the  returns  for  1942  where 
I  assisted,  I  signed  the  returns. 

Q.  Is  there  any  law  or  regulation  requiring  certi- 
fications if  somebody  else  prepared  the  return? 

A.  The  one  who  prepares  the  return  is  required 
to  certify  that  he  did  so. 

Q.  Did  you  certify  the  1942  return?  I  hand  you 
this  document. 

A.  I  hold  the  return  of  Ross  B.  Hammond  for 
1942,  and  I  did  not  certify  to  it. 

Q.  Will  you  say  whether  you  had  anything  to 
do  with  the  preparation  of  the  return? 

A.     I  did  not. 

Q.  Did  you  have  any  consultation  with  anyone 
connected  with  the  Hammond  organization  with 
respect  to  its  preparation? 

A.  Not  the  final;  I  had  nothing — I  had  never 
seen  this  final  return  until  I  came  into  the  courtroom. 
As  a  matter  of  fact,  I  was  not  in  the  city  at  the  time 
the  return  was  prepared. 

Q.     Where  were  you  at  the  time? 

A.    I  was  in  Washington,  D.  C.  ; 
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Q.  When  was  the  first  time —  Let  me  ask  you 
this :  Was  there  any  understanding  had  at  the  time 
the  partnership  was  formed  as  to  whether  it  should 
be  made  public  or  not? 

A.  It  was  definitely  understood  that  it  was  not 
to  be  made  public. 

Q.  Do  you  know  what,  if  anything,  was  done  in 
connection  with  keeping  of  the  accounts  so  as  to 
reflect  the  partnership  in  the  year  1942? 

A.  I  made  no — I  did  not  give  the  bookkeeper  any 
instructions  at  all  about  the  accounting,  and  I  made 
no  examination  of  the  [403]  accounts,  since  I  did 
not  prepare  the  return  for  1942. 

Q.  Did  you  have  anything  to  do  with  the  prepara- 
tion of  the  amended  1942  returns  for  Hammond, 
individually,  and  the  partnership? 

A.     I  did,  yes. 

Q.  I  show  you  these  docmnents  and  ask  you  if 
you  prepared  or  assisted  in  the  preparation  of  the 
1942  amended  returns  and  the  1943  returns? 

A.  I  assisted  in  the  preparation  of  the  1943 
return  of  Ross  B.  Hammond,  the  1943  return  of  Ross 
B.  Hammond  Company,  the  partnership  return,  and 
also— Well,  this  is  1944.  Oh,  yes.  1943 ;  1943  partner- 
ship return  of  Ross  B.  Hammond  Company. 

Q.  What  we  have  been  referring  to  are  the  1942 
amended  returns.  Were  those  made  in  connection 
with  or  jointly  with  the  1943  returns? 

A.    Yes. 

Mr.  Winter:  The  1942  amended  return  of  Ross 
B.  Hammond? 

Mr.  Bischoff:    Yes. 
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Mr.  Winter :  There  is  no  amended  return  of  Mr. 
Ross  B.  Hammond  for  1942. 

Mr.  Bischoff:  Q.  Mr.  Jacob,  will  you  explain 
how  the  amendment  was  accomplished  and  why  it 
was  done  in  that  way? 

A.  As  far  as  the  return  of  Ross  B.  Hammond  is 
concerned,  personally,  the  1943  return  embodies  the 
income  of  1942.  The  two  years  were  taken  together 
to  accomplish  the  forgiveness  or  to  put  [404]  into 
effect  the  forgiveness  provision  of  the  Internal  Reve- 
nue Act,  so  one  return  embodied  the  computation  of 
the  tax  for  both  years. 

Q.  Was  that  the  prescribed  method  of  determin- 
ing the  application  of  the  forgiveness  tax? 

A.     That  is  right. 

Q.  The  taxpayer  had  to  recompute  1942  in  con- 
nection with  1943?  A.     That  is  right. 

Mr.  Winter:     The  taxpayer  corporation  did  not. 

Mr.  Bischoff :  The  taxpayer  to  whom  the  forgive- 
ness tax  applied?  A.     Right. 

Q.  In  making  these  combined  1942  and  1943 
returns,  did  you  have  occasion  to  examine  the  first 
1942  return  that  had  been  filed?  A.     I  did. 

Q.  What,  if  anything,  did  you  discover  with 
respect  to  the  partnership  aspect  of  the  organiza- 
tion? 

A.  I  discovered  that  the  partnership  had  not  been 
taken  into  account. 

Q.  What  did  you  do  in  connection  with  the  mat- 
ter? 

A.  Well,  we  prepared  an  amended  return  for 
William  Hammond  and  we  prepared  the  1942  part- 
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iiership  return  to  reflect  the  actual  operation,  and 
I  also  instructed  the  bookkeeper  to  reverse  an  entry 
that  she  had  made  previously  whereby  she  had 
credited  William  A.  Hammond  with  a  percentage  of 
profit  which  was  erroneously  [405]  determined.  The 
computation  compares  exactly  with  the  compensa- 
tion paid  to  Petersen,  but  we  made  no  change  in 
the  amount  because  the  25  per  cent  of  the  profits 
which  was  accruable  to  William  after  the  deduction 
of  the  percentage  of  profits  paid  to  Petersen  and 
Mason,  came  within  a  very  few  dollars  of  the  amount 
which  had  already  been  credited  to  him,  so  we  made 
no  change  in  the  accounts  in  that  connection.  It 
seems  to  me  the  difference  in  computation  was  be- 
tween twenty  and  thirty  dollars. 

Q.  When  you  became  aware  of  what  had  hap- 
l^ened,  did  you  discuss  the  matter  with  Mr.  Ham- 
mond? A.     Immediately,  I  told  him  about  it. 

Q.  What  was  done  or  what  did  he  instruct  you 
to  do  with  respect  to  it? 

A.  He  instructed  me  to  correct  the  record;  that 
is,  to  put  the  partnership  into  effect  as  of  the  date 
it  was  organized. 

Mr.  Bischoff:     You  may  cross-examine. 

Cross-Examination 
By  Mr.  Winter: 

Q.  Was  there  any  reason  for  Mr.  Hammond  to 
sell  a  25  per  cent  interest  to  his  son,  other  than  the 
fact  that  the  percentage  which  had  already  been 
deducted,  percentage  of  profits,  came  within  a  few 
dollars?  Did  that  have  anything  to  do  with  the  75- 
25  deal? 
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A.  No,  not  at  all.  That  was  the  percentage  agreed 
upon  at  the  thne  the  agreement  was  executed.  [406] 

Q.  When  did  you  say  the  agreement  was  exe- 
cuted ? 

A.  I  say  it  was  executed — that  is,  it  was  pre- 
pared prior  to  February  3rd. 

Q.     But  you  don't  know  when  it  was  executed? 

A.     I  didn't  say  the  date. 

Q.     You  were  not  present  f  A.     No. 

Q.  You  don't  know  whether  it  was  executed  until 
the  following  year,  1943,  do  youl 

A.     No,  I  don't,  but — 

Q.    Was  it  prepared  in  your  office? 

A.     Yes,  sir. 

Q.  And  the  power  of  attorney  was  prepared  in 
your  office  ? 

A.  I  don't  believe  it  was.  I  am  not  sure,  but  I 
don't  think  the  power  of  attorney  was. 

Q.  Did  you  know  the  power  of  attorney  had  been 
given  until  I  showed  it  to  you  here  in  the  courtroom  ? 

A.  Oh,  yes,  I  had  a  copy  of  it  and  I  gave  a  copy 
to  Mr.  Williams,  but  I  recall  very  distinctly  with 
respect  to  that  that  Mr.  Hammond,  at  the  time  the 
agreements  were  sent  to  him,  called  me  and  said 
it  would  be  necessary  to  have  a  power  of  attorney 
under  the  conditions  and,  so,  it  was  prepared  and  I 
don't  know — I  don't  recall  whether  it  was  in  my 
office  or  not ;  I  rather  think  it  was. 

Q.  Do  you  know  whether  or  not,  under  a  Govern- 
ment contract,  they  [407]  can  charge  the  reasonable 
expenses  of  a  superintendent  where  one  of  the  super- 
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intendents  acts — where  one  of  the  partners,  I  mean, 

acts  as  a  superintendent,  on  a  cost-phis  contract? 

Mr.  Bischoff:  I  object,  your  Honor.  It  has  no 
rekition  to  anything  developed  on  direct  examina- 
tion. A.     I  don't  know. 

Mr.  Bischoff:    Just  a  minute. 

The  Court:    He  has  answered  he  does  not  know. 

Mr.  Winter:  Q.  Contracts  210  and  211,  you  are 
familiar  with  them  ?  There  was  deducted  from  those 
contracts  the  salary  paid  Mr.  Bill  Hammond,  plus 
the  percentage  of  profits  as  accrued  on  the  books. 

Mr.  Bischoff:  Objected  to  as  improper  cross- 
examination. 

The  Court:    What  is  the  point,  Mr.  Winter? 

Mr.  Winter :  The  point  I  was  trying  to  bring  out 
is  that  there  were  other  advantages.  He  now  claims 
a  partnership  existed.  Of  course,  it  is  our  position 
for  income  tax  purposes  that  there  was  no  advan- 
tage and  that  Mr.  Hammond  received  a  salary, 
having  been  raised  from  $4,000  to  $7,500  for  his 
services. 

The  Court :  That  might  be  proper  cross-examina- 
tion of  the  principals  but  not  of  the  lawyer,  it  seems 
to  me. 

Mr.  Winter:  Q.  Did  you  advise  Mr.  Hammond 
that  it  would  be  to  his  tax  advantage,  or  to  his  advan- 
tage, that  Bill  Hammond  be  working  on  a  percentage 
of  profits  rather  than  as  a  partner? 

A.     No,  sir,  I  didn't.  [408] 

Q.  Of  course,  you  didn't  tell  anybody  about  the 
formation  of  the  partnership,  did  you? 
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A.     Certainly  not. 
Mr.  Winter:     That  is  all. 

Redirect  Examination 

By  Mr.  Bischoff: 

Q.  You  told  the  stenographer  to  whom  you  dic- 
tated, I  presume'? 

Mr.  Winter:  I  don't  know.  The  Notary  Public 
couldn't  find  out.  She  took  an  acknowledgment. 

The  Court:     Step  down. 

(Witness  excused.) 
Mr.  Bischoff:     The  plaintiff  rests,  Your  Honor. 
(Plaintife  rests.)   [409] 

DEFENDANT'S  MOTION  FOR  DISMISSAL 

Mr.  Winter:  At  this  time.  Your  Honor,  we 
move  to  dismiss  the  complaint  on  the  ground  that 
the  plaintiff  has  failed  to  show  his  gross  income 
or  the  credits  to  which  he  would  be  entitled  to;  in 
other  words,  has  failed  to  show  he  has  overpaid 
his  tax  during  the  year  in  question. 

The  Court:  Decision  is  reserved  until  the  end 
of  the  case.   [410] 
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DEFENDANT'S  TESTIMONY 

W.  a.  WILLIAMS 

was  thereupon  produced  as  a  witness  on  behalf 
of  defendant  and,  being  first  duly  sworn,  was 
examined  as  testified  as  follows: 

Direct   Examination 
By  Mr.   Winter: 

Q.     Just  state   your   full   name? 

A.    W.   G.   Williams. 

Q.    Where   do   you   reside?  • 

A.     Portland,  Oregon. 

Q.    What  is  your  occupation,  Mr.  Williams? 

A.     United  States  Internal  Revenue  Agent. 

Q.     And  your  post  of  duty  is  what? 

A.  Is  at  Portland,  Oregon;  Seattle  Division, 
stationed  at  Portland. 

Q.     Under  whom  do  you  work? 

A.  S.  R.  Stockton,  Internal  Revenue  Agent  in 
Charge,  stationed  at  Seattle. 

Q.  How  long  have  you  been  a  Revenue  Agent, 
Mr.   Williams. 

A.     Continuously  since  February  18,  1922. 

Q.     Since  1922?  A.     Yes,  sir. 

Q.  Therefore,  over  a  period  of  approximately 
twenty-six  years?  A.     Approximately. 

Q.  During  that  time  have  you  or  have  you  not 
had  occasion  to  [411]  investigate  tax  liability  of 
many,  many  taxpayers?  A.     Yes,  sir. 

Q.  And  particularly  large  taxpayers,  is  that 
right?  A.     Quite   a   number,   yes. 
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Q.  Were  you  called  upon  to  make  an  investi- 
gation as  to  the  1943  tax  liability  of  Ross  B.  Ham- 
mond? A.     I   was. 

Q.     When  was  that? 

A.  That  was  some  time  early  in  1944.  I  first 
turned  my  attention  to  the  examination  in  the  lat- 
ter part  of  July,  1944. 

Q.     Your  report  appears  to  have  been  dated 

A.     — in  the  latter  part  of  August,  I  believe. 

Q.     What? 

A.     The  latter  part  of  August,  I  believe. 

Q.  August  29,  1944.  Was  that  about  when  you 
completed  your  investigation?  A.     Yes. 

Q.  Will  you  state  whether  or  not  you  made  a 
record  of  the  total  full  days  in  time  that  you  put  in 
upon  the  investigation  of  the  plaintiff's  tax  lia- 
bility for  that  period?  A.     I  did. 

Q.  How  long  did  you  spend  in  actual  days  and 
over  what  period  of  time? 

A.  Twenty-three  days  over  the  period,  slightly 
more  than  a  month. 

Q.     Slightly  more  than  what?  [412] 

A.     Slightly  more  than  a  month. 

Q.  Would  you  just  tell  the  Court  what  you  did 
in  connection  with  the  investigation?  In  other 
words,  tell  the  court  what  you  did  with  respect 
to  examining  the  records  and  books? 

A.  I  examined  the  general  ledger,  the  journal, 
some  of  the  billings,  most  of  the  contracts,  most 
parts  of  the  contracts,  and  any  vouchers  that  were 
necessary  to  examine  in  substantiation  of  journal 
entries. 
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Q.  In  your  report  you  state:  "The  lack  of 
proper  accrual  accounting  resulted  in  a  distortion 
of  profits  as  between  the  years  included  in  the 
period  of  construction."  What  do  you  mean  by 
that,  Mr.  Williams'? 

Mr.  Bischoff:  Objected  to,  Your  Honor.  It 
speaks  for  itself. 

The  Court:  He  may  answer.  Let  him  interpret 
his  report. 

A.     The    principal 

Mr.  Bischoff:     Page  5,  Your  Honor. 

A.  The  principal  error  I  noted  in  the  accrual 
of  the  accounts 

Mr.  Winter:     I  didn't  get  it. 

A.  The  principal  error  noted  in  the  accrual  of 
the  accounts  placed  on  the  books  and  as  used  to 
compute  the  contractual  profit  on  various  contracts 
was  in  the  omission  of  the  use  of  inventories — 
work  in  process  and  inventories  of  stock  piles  on 
hand  at  December  31st  of  1942  and  1943,  for  which 
income  had  not  as  yet  been  reported  for  that  par- 
ticular period.  [413] 

Q.  On  what  basis  were  the  books  apparently 
kept? 

A.  The  accomits  were  apparently  entered  on 
the  accrual  basis,  as  far  as  liabilities  were  con- 
cerned. 

Q.     Yes. 

A.  I  considered  that  the  income  was  not  en- 
tered on  a  true  and  complete  accrual  basis  for  the 
reason  that  some  of  the  billings  were  entered  in. 
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the  early  part  of  December  of  either  one  of  the 
years  and  no  income  had  been  entered  into  the 
books  for  the  period  from  the  date  of  the  billing 
to  the  end  of  the  year.  All  the  facts  had  happened 
which  would  establish  the  accrual  of  income,  inas- 
much as  the  billing  had  progressed — and  on  which 
the  billings  were  computed — even  though  the 
amounts  might  not  have  been  determined  exactly 
until  some  subsequent  period. 

Q.  Were  you  able  to  find  on  the  books  any 
record  of  the  value  of  the  work  in  progress  for 
which  no  billings  had  been  made  at  the  end  of 
the  year?  A.     No,  sir. 

Q.     Either  the  years  1941,  1942,  1943  or  1944? 

A.     No,  sir. 

Q.  Were  there  any  records  of  stock-piled  ma- 
terials on  hand  which  had  been  accrued  on  the 
books  and  for  which  no  billings  had  been  made? 

A.     No,  sir. 

Q.  In  other  words,  it  was  impossible  for  you — 
Was  it  or  was  it  not  impossible  for  you  to  deter- 
mine the  true  profit  on  a  contract  [414]  on  a  per- 
centage-of-completion  basis?  A.     No,  sir. 

Q.  Completion  basis  or  percentage-of-comple- 
tion  basis  of  reporting  on  contracts? 

A.     No,  sir. 

Q.  Was  it  or  was  it  not  possible  for  you  to 
determine  whether  or  not  the  profit  income  had 
been  reported  on  an  accrual  basis? 

A.     Proper  contractual  income,  you  mean? 

Q.     Yes.  A.     It  was  not  possible. 
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Q.     Why  do  you  say  it  was  not  possible? 

A.  Because  I  consider  in  accrual  accounting — 
it  is  general  accounting  practice  that  in  accrual 
accounting,  where  expenditures  have  been  made  for 
supplies,  that  only  deductions  be  permitted  for 
which  income  is  reflected  for  that  period;  that  the 
inventory  of  supplies  on  hand  must  modify  the 
deduction. 

Q.  How  was  the  income  for  1938  reported?  Was 
that  reported  on  an  accrual  or  percentage-of -com- 
pletion basis  of  the  contract,  or  how? 

A.  The  income  was  determined  in  accordance 
with  the  percentage  of  completion  of  the  contract, 
of  the  construction. 

Q.     How  were  the  accounts  kept? 

A.  The  accounts  were  kept  on  the  books  on  the 
accrual  basis. 

Q.     The  books  were  kept  on  an  accrual  basis  ? 

A.  The  liabilities  were  entered  on  the  accrual 
basis  and  the  [415]  income  was  entered  on  the 
billed  basis. 

Q.     Were  the  accounts  kept  on  the  books  from 

1938  through  1944  on  the  same  basis  or  not? 

A.  The  accounts  were  placed  in  the  books  on 
the  same  basis. 

Q.  However,  as  I  understand  it,  the  only  long- 
term  contract  that  was  in  existence  in  1938  and 

1939  was  reported  on  a  percentage  of  the  com- 
pleted contract,  on  the  basis  of  the  percentage  of 
the  completed  contract,  is  that  right? 
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A.  That  is  right.  The  percentage  of  completion 
of  construction  was  used  to  determine  the  amount 
of  income  reported  in  1938. 

Q.  Did  that  also  happen  in  1939  with  respect  to 
the  balance,  when  the  contract  was  completed? 

A.     That  is  right. 

Q.  Where  on  the  books  or  the  returns  is  the 
profit  to  Mr.  Petersen  and  Mr.  Mason  and  the 
profit  as  reported  to  Mr.  William  A,  Hammond? 
Where  is  that  reflected  in  the  income  tax  returns'? 

A.     For  1942? 

Q.    Yes. 

A.  That  was  reflected  hy  Journal  Entry  125  in 
the  journal. 

Q.     Yes. 

A.  In  other  words,  the  profits  of  the  three  were 
charged  to  three  different  job  accounts. 

Q.  You  mean  by  that  it  was  deducted  in  the 
cost  of  those  contracts  and  thereby  the  profit  was 
reduced  in  that  proportion/? 

A.     That  is  right.   [416] 

Q.  And  the  only  profit  in  that  proportion  re- 
ported on  the  return?  A.     That  is  right. 

Q.  In  other  words,  did  or  did  not  the  plaintiff 
deduct  profit  on  his  contracts  for  1942  in  the  sum 
of  $86,635.88,  covering  the  profits  accrued  to  Mr. 
Petersen  and  Mr.  Mason? 

Mr.  Bischoff:  We  renew  our  objection  to  that, 
Your  Honor,  that  the  Petersen  and  Mason  trans- 
actions are  not  issues  in  this  case  any  longer. 

The  Court:  Admitted  on  the  same  basis  as  be- 
fore. 
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A.     I  believe  that  is  the  figure. 

Mr.  Winter:  Q.  The  sum  of  $77,366.37  was 
also  omitted  but  deducted  as  expenses  in  the  re- 
turn for  1943? 

Mr.  Bischoff:     The  same  objection. 

The  Court:     The  same  ruling. 

A.  That  appears  to  be  the  figure,  as  I  remem- 
ber it. 

Mr.  Winter:     $77,366.37?  A.     Yes. 

Mr.  Winter:  In  order  to  save  time — I  am  sure 
that  those  are  the  total  amounts  paid  Petersen  and 
Mason — Do  you  agree  with  me,  Mr.  Jacob? 

Mr.  Bischoff:  I  didn't  get  the  figures  you  read 
off. 

Mr.  AVinter:  The  books  will  show  and,  to  save 
time,  I  am  sure  those  are  the  figures. 

Mr.  Bischoff:  Your  amended  answer  sets  forth 
the  figures.    [417] 

Mr.  Winter:     Well,  those  are  the  amounts. 

Q.  Mr.  Williams,  upon  the  completion  of  your 
examination,  did  you  or  did  you  not  conclude 
whether  or  not  the  taxpayer's  books  clearly  re- 
flected the  income  for  the  year  1943? 

A.  I  did  not.  I  determined  that  they  did  not 
clearly  reflect  the  income. 

Q.     Upon  what  did  you  base  that  conclusion? 

A.  Principally  on  the  basis  that,  regardless  of 
whether  the  contract  profit  was  reported  on  the  ac- 
crual basis  or  the  percentage-of -completion  basis, 
the  books  did  not  show  sufficient  information  to 
properly   compute   the   contractual  profit   for   anjr 


442  J.  W.  Moloney  vs. 

(Testimony  of  W.  G.  Williams.) 
one  of  the  years  included  in  the  term  of  the  con- 
tracts. 

Q.  What  did  you  do  in  your  report  to  rectify 
the  situation?  Before  you  answer  that,  I  will  strike 
it. 

Just  point  out  to  the  Court  what  you  have  stated 
in  your  report  as  distortion  of  income. 

A.     With   respect   to   those   contracts'? 

Q.     Do  you  understand  what  I  mean? 

A.  You  mean  that  I  should  point  out  Avhere  I 
considered  distortions  to  have  occurred? 

Q.     Where  were  they  evident  from  the  contracts? 

A.  As  has  been  previously  pointed  out,  and  as 
I  have  pointed  out  in  my  report,  the  Troutdale 
Aluminum  Plant  is  the  most  serious  offender  in 
this  respect. 

The  income  received  and  recorded  for  1941  was 
$59,775.31  [418]  and  the  profit  per  books  recorded, 
$23,544.42. 

For  1942,  income  received  and  recorded  was 
$1,036,623.10.  A  net  loss  was  recorded  of  $20,786.73. 

For  1943,  the  net  income  recorded  was  $274,- 
431.59;  net  profit  therefrom  reported  of  $93,936.62. 

The  profit  was  so  disproportionate  as  to  cause 
me  to  believe  that  such  disproportion  would  not  be 
caused  by  the  difference  in  construction  as  between 
the  years.  Consequently,  I  looked  further  in  the 
books  and  noticed — I  noticed  this  distortion  at  the 
beginning  of  my  examination.  I  immediately  at- 
tempted to  find  out  why  such  distortion  existed. 
I  soon  found  out  there  were  no  inventories  taken 
into  consideration. 
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Q.  By  "inventories",  you  mean  stock  piles  at 
the  end  of  the  year? 

A.  Stock  piles  at  the  end  of  the  year  or  work 
in  process,  or  the  25  per  cent  for  which  they  had 
not  billed,  and  I  considered  that  was  sufficient  in  a 
contract  of  that  size  to  cause  considerable  dis- 
tortion. 

Q.  In  any  of  the  contracts,  is  there  any  relative 
percentage  from  one  year  to  the  other,  as  far  as 
profit  is  concerned?  I  mean,  do  they  follow  a  pat- 
tern or  not? 

The  Court:  Before  he  answer  that,  let  him  am- 
plify the  reference  which  he  made  to  the  25  per 
cent. 

A.  When  the  taxpayer  billed  the  owner  for  the 
amount  of  construction  completed  and  for  the 
amount  of  materials  and  supplies  in  stock  piles,  he 
billed  for  100  per  cent  of  the  contract  price  [419] 
attributed  to  the  construction  and  for  75  per  cent 
of  the  contract  price — 75  per  cent  of  the  cost  of 
materials  in  stock  piles. 
(Answer  read.) 

A.     I  could  amplify  that. 

The  Court:     I  wish  you  would. 

A.  I  could  ami)lify  that  by  the  statement  that 
such  75  per  cent  and  25  per  cent  pertained  to  the 
contract  entered  into  with  the  Defense  Plant  Cor- 
poration. 

The  Court:  I  don't  follow  you.  I  think  you  will 
have  to  give  me  some  figures  now  in  order  for  me 
to  understand  all  of  that.  Let  us  take  any  month. 
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December  is  the  month  we  have  l^een  talking  about 
a  lot.  Let's  take  any  month.  Could  you  put  that  in 
figures,  what  you  have  just  said? 

A.     Does  Your  Honor  ^Yish  assmned  figures? 

The  Court:    Yes,  romid  nmnbers. 

A.  TTe  will  assume  that  billings  for  the  con- 
struction in  progress,  in  accordance  with  the  engi- 
neer's estimates 

The  Court:     Is  this  for  some  one  month? 

A.     AVe  will  take  December  31,  1942. 

The  Court:     O.  K. 

A.  Say  $200,000.  That  would  be  the  billing  for 
100  per  cent  of  the  work  performed  on  the  contract 
since  the  last  billing. 

The  Court:  Since  the  preceding  month,  prob- 
ably? 

A.  Yes,  and  the  stock  piles  attached  a  cost,  we 
wiU  say,  of  [420]  $100,000. 

The  Court:     The  stock  piles  did  what? 

A.  They  had  a  cost  attached  to  them  for  their 
purchase  of  $100,000.  The  billing  would  be  $200,000 
attached  to  the  construction  of  the  contract  and 
$75,000  attached  to  the  stock  piles.  The  owner,  in 
making  payment  of  this  amount,  would  pay  90  per 
cent  of  the  $200,000. 

The  Court:  The  billing  would  be  $275,000  in 
total.  Right? 

A.  Yes,  sir.  The  owner,  in  making  payment, 
would  pay  90  per  cent  of  the  $200,000  or  $180,000, 
and  the  $75,000. 
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The  Court:  Now,  wait  a  minute.  90  per  cent 
of  $275,000  is  how  much?  The  owner  would  pay 
90  per  cent  of  the  $275,000? 

A.  90  per  cent  of  the  $200,000  would  be  $180,- 
000  paid  on  the  construction. 

The  Court:     Yes.  What  happens  to  this  $75,000? 

A.     That  is  paid  to  the  taxpayer  by  the  owner. 

The   Court:     Is  that  included  in  the  $200,000? 

A.     No. 

Mr.  Bischoff:     That  is  in  addition. 

A.     That  is  in  addition  to  the  $200,000. 

The  Court:  The  owner  is  to  pay  90  per  cent  of 
the  $275,000? 

A.     90  per  cent  of  the  $200,000  plus  the  $75,000. 

The  Court:  The  same  thing.  90  per  cent  of 
$275,000,  isn't  it? 

Mr.  Bischoff:  No,  the  $75,000  is  paid  in  full. 
[421] 

The  Court:    Let  him  testify. 

Mr.  Bischoff:     I  beg  your  pardon. 

The  Court:  I  did  not  mean  anything  personal. 
Maybe  it  would  be  better  for  Mr.  Williams  to  write 
it  out  on  a  piece  of  paper  for  me,  what  happened. 
We  will  take  a  few  minutes  recess. 

(Recess.) 

Mr.  Winter:  Q.  I  think  I  asked  you  whether 
or  not  you  were  able  to  take  the  books  and  set  up 
a  true  percentage-of-completion  method  of  report- 
ing the  income  on  these  contracts. 

The  Court:    Did  you  get  a  copy  of  that? 
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Mr.  Bischoff:     No. 

Mr.  Winter:  Q.  You  said  you  were  unable  to 
do  it  because  the  books  and  records  were  not  com- 
plete, that  there  was  no  record  of  unfinished  work. 

The  Court:  Take  a  copy  off  of  that  and  send 
it  back  to  me. 

Mr.  Bischoff:     Very  well. 

Mr.  Winter:  Q.  Since  there  was  no  inventory 
of  stock  piles  or  no  record  kept  of  the  percentage 
of  work  which  was  completed  but  which  was  not 
billed.  A.     Yes. 

Q.  I  will  show  you  what  has  been  marked  for 
identification  as  a  part  of  Exhibit  21.  What  does 
that  appear  to  be,  Mr.  Williams? 

A.     Estimate  of  work  in  progress. 

Q.  On  the  Milwaukie  job?  On  the  Milwaukie 
Housing  Project?  A.     That  is  right.  [422] 

Q.    What  period  does  it  cover? 

A.  This  estimate  covers  the  period  October  14, 
1942,  to  February  1,  1943. 

Q.     Does  it  show  what  date  it  was  mailed  on? 

A.  There  is  a  lead  pencil  notation  ''Mailed  Feb- 
ruary 2." 

Q.  Is  that  what  you  had  reference  to  when  you 
said  a  good  deal  of  the  work  or  some  of  the  work 
appeared  to  be  done  and  the  costs  incurred  in  one 
year  and  no  billing  made  on  work  at  the  end  of  the 
year  until  the  succeeding  year? 

A.     That  is  right. 

Q.  Did  you  spot-check  through  these  billings  to 
ascertain  whether  those  things 
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A.  Correct.  I  spot-checked  through  some  of 
them  where  there  appeared  to  be  discrepancies. 

Mr.  Bischoff:  May  we  have  this  contract  iden- 
tified so  we  will  know  what  we  are  talking  about? 
Mr.  Winter,  what  contract  folder  did  you  take  that 
out  of? 

Mr.  Winter:  This  is  from  the  Milwaukie  Hous- 
ing Project.  A.     That  is  right. 

Mr.  Winter:     Contract  207. 

Q.  Is  that  the  contract  which  showed  an  in- 
come per  the  books  of  $7,634.09  and  only  a  cost  of 
$577,  I  think  it  is,  during  the  year? 

A.     I  believe  it  is. 

Q.  In  other  words,  over  $7,100  income  reported 
than  in  costs  in  [423]  that  year.  What  did  you  do 
with  respect  to  any  adjustment  of  income  because 
of  your  investigation  and  the  failure  of  the  books 
to  record  these  matters?  What  method  of  account- 
ing did  you  set  up  to  arrive  at  an  adjustment? 

A.  I  set  up  a  method  of  accounting  which  was, 
to  some  extent,  similar  to  that  used  in  1938.  I  took 
the  percentage  of  the  profit  on  the  total  contract 
to  the  total  sales. 

Mr.  Winter:  Just  a  minute.  I  have  another 
copy,  if  the  Court  wants  to  follow  the  witness.  He 
is  going  to  testify  from  his  report.  It  is  much 
easier  to  see. 

Q.  Just  explain  what  you  did.  Then  I  am  going 
to  ask  you  to  go  down  through  each  contract  and 
show^  what  adjustments  were  made. 

A.  Milwaukie  Housing  Project,  Contract  207. 
I  listed  first  the  net  profit  from  the  books  and  the 


448  J.  W.  Moloney  vs. 

(Testimony  of  W.  G.  Williams.) 

manner  in  which  it  was  arrived  at  and  as  reported 

on  the  returns. 

1941     $  7,725.91 

1942    22,630.17 

1943 7,058.97 

A  total  net  profit  of  $37,415.05 

Q.     That  is  the  total  profit  on  the  contract? 

A.    Yes,  derived  from  total  sales  of  $289,200.76. 

I  made  an  adjustment  in  the  case  of  this  con- 
tract. Inasmuch  as  the  total  construction  had  been 
100  per  cent  completed  prior  to  the  end  of  1942,  it 
was  quite  apparent  that  the  [424]  amount  of 
$7,634.09  should  have  been  accrued  as  at  the  end  of 
1942. 

Q.  Why  do  you  say  it  should  have  been  accrued 
at  the  end  of  1942? 

A.  I  have  a  notation  here  "Accruing  1943  sales 
and  costs  at  12/31/42.  Transfer  of  income  to  1943." 
In  other  words,  I  arrived  at  amended  sales  as 
follows : 

1941     $  36,547.78 

1942    252,652.98 

The  total  is  the  same  as  in  the 

other  instance,   $289,200.76, 

which  was  not  changed. 

Taking  the  percentage  of  the  total  profit  to  the 

total  income,  or  $37,415.05,  divided  by  $289,200.76, 

we  have  12.937397  per  cent  of  the  total  profit  to 

the  total  sales. 


Boss  B.  Hammond  449 

(Testimony  of  W.  Gr.  Williams.) 

Allocating  total  profit  to  the  years  in  proportion 
to  the  yearly  income,  in  order  to  eliminate  the  dis- 
tortion, that  percentage  was  applied  to  the  total 
sales  in  1941,  or  $36,547.78,  we  arrive  at  an 
amended  income  for  that  year  of  $4,728.33. 

The  same  operation  applied  to  1942  resulted  in 
$32,686.72,  and  that  comprises  the  total  profit  of 
$37,415.05.  The  profit  reported  on  the  return  for 
1941,  $7,725.91;  $22,630.17  for  1942;  and  $7,058.97 
for  1943  resulted  in  a  total  profit,  as  before  noted, 
giving  rise  to  an  increase  of  profit  for  1944  of 
$10,056.55,  a  decrease  in  profit  for  1941  of 
$2,997.58,  and  a  [425]  decreased  profit  in  1943  of 
$7,058.97. 

Q.  If  I  understand  you  correctly,  then,  the  tax- 
payer had  12  per  cent  profit,  approximately  12  per 
cent  profit  on  the  contract? 

A.     That  is  right. 

Q.  In  other  words,  then,  you  allocated  12  per 
cent  profit  on  the  amount  of  sales  in  each  year? 

A.     In  ratio  to  the  sales  for  each  year. 

Q.  The  next  contract  is  208  and  208-A.  I  notice 
in  your  report  you  say  that  in  the  returns,  the 
sales,  costs  and  profits  were  combined  and,  there- 
fore, you  combined  them  in  your  report.  Is  that 
what  you  did? 

A.  ''In  the  returns,  the  sales,  costs  and  profits 
from  Jobs  208  and  208-A  were  consolidated  for  the 
stated  reason  that  the  work  performed  for  the 
same  agency  in  both  contracts  and  the  labor  and 
material  costs  were  not  properly  allocated  to  each 
contract. ' ' 
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In  other  words,  apparently  there  was  a  mix-up 
of  supplies  purchased  for  both  contracts  and  not 
perhaps  properly  allocated  to  each  contract  and, 
consequently,  both  contracts  were  consolidated  and 
handled  as  if  they  were  one  contract  for  the  pur- 
pose of  this  report. 

Q.  We  have  been  talking  about  Troutdale  a 
great  deal.  What  was  the  percentage  of  profit  on 
that  contract? 

A.  Approximately  10  per  cent,  10.194192  per 
cent,  or  a  total  profit  to  total  sales  in  that  amount, 
and  that  was  allocated  to  the  years  in  accordance 
with  the  sales,  in  ratio  to  the  sales,  [426]  in  the 
same  ratio  to  sales  for  each  year. 

Q.  In  your  original  report  to  which  you  are 
referring,  did  you  make  any  adjustments  for  profits 
deducted  on  those  contracts  for  the  amounts  ac- 
crued to  Mr.  Petersen  and  Mr.  Mason  or  the  son, 
William? 

A.  I  made  no  change  for  the  profits  accrued  to 
Mr.  Mason  or  Mr.  Petersen. 

Q.  Were  you  later  requested  by  the  Commis- 
sioner or  anyone  to  make  any  explanation  of  the 
report  in  that  regard? 

A.  I  was.  The  Commissioner  asked  a  recompu- 
tation  of  the  contracts,  based  upon  the  elimination 
of  the  accruals  due  to  Mr.  Mason  and  Mr.  Petersen. 

Q.  And  you  made  a  report  to  the  Commis- 
sioner ? 

A.  Then  I  recomputed  the  tax  on  that  basis  and 
forwarded  my  report  to  the  Commissioner. 
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Q.  Will  you  state  to  the  Court  what  Exhibit 
29  is? 

A.  As  I  recall,  Exhibit  29  is  a  recomputatioii 
made  for  the  Commissioner. 

Q.     Upon  what  basis? 

A.  Upon  the  basis  of  the  elimination  of  the 
accruals  to  Mr.  Mason  and  Mr.  Petersen. 

Q.  And  accepting  your  report  with  respect  to 
the  other  adjustments'? 

A.     That  is  right. 

Q.  The  adjustments  of  which  we  are  now  speak- 
ing?  [427] 

A.     That  is  right  and  by — Well,  that  is  all. 

Q.  Referring  to  page  18  of  your  report,  ^oh 
209,  w^as  any  change  made  in  the  profit  reported  on 
that  contract  and,  if  not,  explain. 

A.  Job  209,  Bonneville  Control  House.  I  have 
a  note  here:  ^^The  income  costs  and  net  profit  from 
this  contract  were  consolidated  with  the  figures  of 
Jobs  208  and  208- A  and  the  consolidated  figures 
reported  as  Job  208  in  the  1942  return.  While  this 
contract  was  performed  on  the  site  of  the  Alumi- 
num Plant  contract,  the  contract  was  executed  as 
a  separate  construction  project  from  Job  208,  and 
the  profits  therefrom  are  treated  herein  as  separate 
and  apart  from  those  derived  from  Jobs  208  and 
208-A." 

Q.  You  were  able  to  determine  from  the  books 
the  total  income  in  one  year,  1942,  you  say? 

A.  The  income  received  and  recorded  was  $42,- 
858.14. 
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Q.     And  the  profit  reported  was  what? 

A.     The  profit  reported  was  $6,408.60. 

Q.     Did  you  make  any  change? 

A.     I  apparently  made  no  change  in  that. 

Q.  You  did,  however,  in  your  report,  or  did  you 
not,  eliminate  from  this  report  the  accruals  to 
W.  A.  Hammond? 

A.  I  did,  with  the  exception  of  the  $7,500  salary, 
so-called  salary,  which  had  been  understood  by  the 
other  members. 

Q.  What  recommendation  did  you  make  in 
your  report,  to  shorten  the  matter,  as  to  whether 
or  not  the  partnership  did  or  did  not  exist  for 
income  purposes,  for  income  tax  purposes?   [428] 

A.  I  recommended  in  my  report  that,  for  in- 
come tax  purposes,  the  partnership  did  not  exist 
in  fact. 

Q.  Exhibit  29,  that  computation,  is  based  upon 
giving  effect  to  the  recognition  of  a  partnership? 

A.  That  gives  effect  to  the  recognition  of  a  part- 
nership. 

Q.  Of  course,  if  a  partnership  is  not  recognized, 
that  computation  would  have  to  be  revised  accord- 
ingly ?  A.     Yes. 

Mr.  Winter:  I  might  say  to  Your  Honor  that 
we  did  not  ask  that  it  be  introduced  in  evidence. 
It  was  merely  identified,  because  I  wanted  the  com- 
putation to  be  before  the  Court  so  Your  Honor  can 
see  what  the  effects  would  be. 

Q.  Mr.  Williams,  when  did  you  first  find  out 
that  a  partnership  existed  or  that  it  was  claimed 
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that  a  partnership  existed?  I  presume  it  was  when 

you  received  the  return?  A.     I  don't  recall. 

Mr.  Bischoff:     Just  a  minute. 

A.  I  don't  recall  whether  I  was  assigned  the 
partnership  return  or  not,  but  I  did  see  the  amended 
return  or,  at  least,  I  saw  in  the  file  the  amended 
return  of  William  A.  Hammond. 

Mr.  Winter:     Q.     Yes. 

A.  And  I  found  it  out  immediately  upon  com- 
mencing my  examination. 

Q.  Was  there  anything  in  the  books  and  records 
of  this  corporation  or  anything  that  was  exhibited 
to  you  which  would  indicate  the  existence  of  a  part- 
nership during  the  years  1942  and  1943?   [429] 

A.     Not  in  the  records  of  the  corporation. 

Q.  Did  you  inquire  as  to  whether  or  not  there 
w^as  a  capital  account  of  Mr.  William  Hammond? 

A.     I  did. 

Q.    What  were  you  advised  and  by  whom? 

A.  I  was  advised  by  Miss  Novak  that  there  was 
not  a  separate  capital  account  for  William  A.  Ham- 
mond. 

Q.  You  were  down  there  shortly  prior  to  Au- 
gust 29,  1944?  A.     Yes,  sir. 

Mr.  Winter:     I  think  you  may  inquire. 

Cross-Examination 
By  Mr.  BischofP: 

Q.  When  you  received  instructions  or  were 
placed  in  charge  of  auditing  of  the  1943  return,  was 
that  with  respect  to  the  determination  of  the  appli- 
cation of  the  forgiveness  tax? 
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A.  I  don't  recall,  Mr.  Bischoff.  I  was  given; 
the  return  to  examine.  I  do  not  recall  any  partic- 
ular reason  why  the  examination  was  ordered. 

Q.  You  had  the  1943  return  before  you,  didn't 
you?  A.     Yes,  sir. 

Q.  And  from  that  you  saw  it  was,  in  effect,  a 
combined  return  for  the  year  1942  and  the  year 
1943,  which  involved  the  application  and  computa- 
tation  of  the  forgivenes  feature  of  the  Act? 

A.     That  is  right.   [430] 

Q.  And  you,  in  fact,  gave  effect  to  that  in  your 
computation,  according  to  your  determination  of 
the  income?  A.     Yes,  sir. 

Q.  So  you  were  concerned,  were  you  not,  mth 
the  application  of  that  forgiveness  feature,  as  it 
is  called?  A.    Yes,  sir. 

Q.  When  you  undertook  the  examination  of  the 
combined  returns — Strike  that,  please. 

As  a  matter  of  fact,  all  of  the  taxpayers  who 
became  applicable  or  who  were  affected  by  the  For- 
giveness Act,  passed  in  1943,  had  to  recompute 
their  1942  returns  in  conjunction  with  their  1943 
returns  to  make  applicable  the  foregiveness  fea- 
ture? A.     Yes,  sir. 

Q.  Now,  when  you  undertook  this  examination, 
of  course,  you  were  aware  that  the  books  and  re- 
turns of  the  taxpayer  had  been  audited  at  least  six 
times  prior  thereto,  with  respect  to  the  question  of 
their  method  of  accounting? 

A.  I  don't  recall  how  many  times  they  had  been, 
audited. 
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Q.  You  knew  that  they  had  been  re-audited  a 
number  of  times?  A.     Yes,  sir. 

Q.  You  knew  they  had  been  re-audited  twice 
for  the  year  1938,  didn't  you? 

A.     I  did  not. 

Q.     And  two  reports  rendered? 

A.  I  do  not  now  recall  how  many  times  they  had 
been  audited.  [431] 

Q.  Did  you  know  that  they  had  been  or  that 
they  were  re-audited  for  the  year  1939  twice  and 
two  separate  reports  rendered? 

A.  I  don't  remember,  sir.  It  is  probably  the 
fact. 

Q.  And  you  knew  that  the  same  thing  happened 
as  to  the  year  1940?  A.     It  might  have  been. 

Q.  You  knew  that  the  return  had  been  examin- 
ed at  least  once  for  the  year  1941,  before  you  re- 
examined the  1941  return?  A.     Yes,  sir. 

Q.  Didn't  you  have  copies  of  all  Revenue 
Agent's  reports  before  you  when  you  were  making 
that  examination?  A.     Yes,  sir. 

Q.    You  did  have  them,  didn't  you? 

A.     Yes,  sir. 

Q.  As  to  those  prior  reports,  including  the  one 
that  was  made  for  the  year  1941,  there  was  no  chal- 
lenge in  any  of  them,  was  there,  as  to  the  proper 
method  of  accounting  adopted  by  the  taxpayer? 

Mr.  Winter:  Objected  to  as  incompetent,  irrele- 
vant and  immaterial.  I  can't  see  the  reason  for  it. 
The  fact  that  they  have  been  audited  a  hundred 
times  would  not  make  any  difference.  The  question 
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is  whether  or  not  they  properly  reflected  the  income 

involved. 

The  Court:     What  is  the  point,  Mr.  Bischoff? 

Mr.  BischofP:  We  claim  that  the  approval  of 
the  method  of  accounting  which  is  implied  in  the 
reports  rendered,  because  of  [432]  the  failure  to 
challenge  the  method,  either  the  right  to  adopt  it  or 
the  accuracy  with  which  it  w^as  maintained,  and  the 
granting  of  refunds  in  some  years  and  assessing 
a  deficiency  in  some  instances,  led  us  to  believe  that 
we  had  the  right  to  establish  a  certain  course  of 
accounting  by  which  to  conduct  our  business  and 
upon  which  to  account  to  our  associates  on  a  profit- 
sharing  basis,  and  upon  which  to  determine  our  tax 
liability,  and  our  whole  system  of  accounting  was 
influenced  by  that. 

The  Court:  Mr.  Bischoif,  there  is  very  little 
equity  in  tax  law  and  certainly  no  estoppel,  is 
there  ? 

Mr.  Bischoff:  There  is  law  to  the  effect — I 
can't  state  it  to  Your  Honor  now.  There  is  law  to 
the  effect  that  the  consistent  use  of  an  approved 
method  of  accounting  operates  as  an  estoppel,  even 
as  against  the  Government.  I  mean  as  to  the  sys- 
tem. It  might  not  prevent  examination  of  some  par- 
ticular items  that  were  erroneously  carried,  one 
way  or  the  other,  but  I  am  talking  now  about  the 
method  employed  and  the  system  employed.  The 
whole  setup  of  this  accounting  method  was  carried 
through  with  a  certain  theory,  and  we  had  a  right 
to  do  it.  The  whole  picture  would  have  been 
changed, 
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The  Court:  Your  whole  argument  leads  back  to 
estoppel.  The  Government  says  your  method  of 
bookkeeping  did  not  correctly  and  truly  and  prop- 
erly reflect  the  income.  It  looks  like  a  clear-cut 
issue  to  me,  no  matter  how  long  you  had  done  it 
or  why  you  had  done  it.  [433] 

Mr.  Bischoff:  Then,  Your  Honor,  asuming  for 
the  moment  that  the  rule  of  estoppel  applies  as 
against  the  Government  in  tax  matters  as  it  does 
in  any  other  relationship  between  parties,  here  is 
what  the  Government's  course  of  conduct  led  to,  to 
our  disadvantage:  We  pursued  a  certain  course  and 
in  pursuing  that  course  there  were  years  in  which 
we  paid  income  tax  which  would  be  more  than  we 
would  pay,  more  than  we  would  be  obligated  to  pay 
if  we  had  adopted  some  other  method  which  they 
now  say  is  correct.  We  go  on  in  that  form  consist- 
ently, without  regard  to  the  consequences  to  our- 
selves, for  or  against  us. 

Then  we  come  to  a  x^oint  when  the  Government, 
recognizing  the  terrific  burden  of  taxation  that 
everyone  has  been  subjected  to,  in  1943  passed  the 
Act  granting  relief  to  taxpayers  to  the  extent  of 
75  per  cent  of  one  year's  taxes  between  1942  and 
1943,  whichever  is  low,  and  then,  when  they  are 
faced  with  that  situation  and  the  taxpayer  is  about 
to  receive  the  benefits  of  that  Act,  according  to  the 
system  which  they  had  approved  all  along,  they 
now  say  "You  are  to  be  deprived  of  that  because 
you  should  have  used  another  method  of  account- 
ing." 
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The  Court:  My  present  view  is  they  can  take 
that  position,  if  they  can  establish  the  method  of 
accomiting  adopted  does  not  properly  reflect  the 
income. 

Mr.  Bischoff:  If  Your  Honor  is  ruling  on  this 
question  of  estoppel 

The  Court:  I  am  not  ruling  now.  I  said  that 
was  my  present  [434]  view.  As  you  may  under- 
stand, 50  per  cent  of  our  work  probably  deals  with 
Government  cases  and  I  have  heard  it  discussed 
more  than  ten  years  now.  If  there  has  been  some 
develoj^ment  in  that  field,  I  would  be  very  inter- 
ested to  hear  it. 

Mr.  Bischoff :  I  presume  Your  Honor  will  want 
authority  submitted  in  due  time. 

The   Court:     Oh,  yes. 

Mr.  Bischoff:  And  we  will  attempt  to  support 
our  version  of  this  matter  the  best  we  can. 

The  Court:    Yes. 

Mr.  Bischoff :  Over  and  above  that.  Your  Honor, 
there  are  cases  in  which  the  courts,  without  re- 
gard to  the  doctrine  of  estoppel,  have  given  that 
fact  high  significance  in  determining  the  current 
opinion  of  the  Commissioner  with  respect  to  the 
adaptability  of  the  method  is  sound  or  not.  To  that 
extent,  at  least,  after  all,  these  reports,  and  the 
basis  upon  which  they  were  made,  are  significant 
and  relevant. 

The  Court :  Yes,  I  can  see  that.  If  Mr.  Williams 
comes  along,  after  half  a  dozen  other  people  have 
:worked  on  the  books,  and  he  finds  something  wrong 
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with  them  that  they   did  not  find,   that  tends   to 

weaken  the  value  of  it. 

Mr.  Bischoff:  To  that  extent,  at  least,  that  is 
clearly  relevant.  AVhether  it  operates  as  an  estop- 
pel, we  will  attempt  to  support  our  position  by 
authorities. 

Q.  I  was  inquiring  as  to  whether  you  were 
aware  from  those  [435]  reports  which  you  say  you 
had  that  the  method  of  accounting  had  never  been 
questioned  in  all  these  reports  up  to  your  first  re- 
port, for  the  tax  year  1941? 

A.  As  far  as  I  recall,  sir,  I  was  aware  of  the 
fact,  but  they  were  confronted  with  the  same  prob- 
lems that  I  was. 

Q.  I  am  talking-  now  particularly  about  the 
method  of  accounting.  Are  you  aware  in  any  in- 
stance in  any  of  these  early  reports  where  that 
method  was  questioned?  A.     No,  sir. 

Q.  So,  it  is  fair  to  say  that  whatever  criticism 
there  is  of  it  originated  with  you? 

Mr.  Winter:  If  the  Court  please,  we  have  not 
criticized  the  method  of  accounting.  We  are  saying 
the  method  of  accomiting,  with  respect  to  long- 
term  contracts,  does  not  clearly  reflect  the  income. 

Your  Honor  was  inquiring  about  whether  or  not 
there  is  any  estoppel  in  there.  I  want  to  read  from 
the  statute  and  regulations:  "The  net  income  shall 
be  computed  upon  the  taxpayer's  ammal  account- 
ing period,  in  accordance  with  the  method  regu- 
larly employed  in  keeping  the  books  of  such  tax- 
payer, but  if  no  such  method  of  accounting  has 


460  J.  W.  Moloney  vs. 

(Testimony  of  W.  G.  Williams.) 
heen  employed  or  if  the  method  employed  does  not 
clearly  reflect  the  income,  the  computation  shall  l^e 
made  in  accordance  with  such  method  as,  in  the 
opinion  of  the  Commissioner,  does  clearly  reflect 
the  income." 

That  is  the  statute.  No  matter  what  method  of 
accounting  [436]  was  employed  here — I  mean, 
method  of  keeping  the  books — it  does  not  make  any 
difference.  The  burden  is  ujDon  the  plaintiff  to  show 
that  the  method  of  accounting  did  properly  reflect 
income  and  not  upon  the  Government  to  sustain 
the  method  which  was  used. 
The  Court:     Proceed. 

Mr.  Bischoff :  Q.  Mr.  Williams,  when  you  made 
the  examination  of  these  books  over  at  the  office — 
I  presume  that  is  where  it  was,  at  the  office  of  Ross 
B,  Hammond  Company?  A.    Yes,  sir. 

Q.  You  were  given  whatever  records  or  infor- 
mation you  asked  for  or  that  you  thought  neces- 
sary to  make  a  complete  examination,  whatever  you 
w^anted  ? 

A.  Yes,  with  probably  one  exception.  I  asked 
for  any  records  which  might  reflect  the  capital  ac- 
count of  William  A.  Hammond  and  I  was  told  that 
there  was  no  such  record. 

I  have  noticed  that  you  have  a  little  l)ook  which 
I  had  not  seen  before  this  trial  in  which  there  is 
a  drawing  account  and  to  which  $37,000  for  1942  is 
credited  to  William  A.  Hammond,  which  would 
constitute  that  account^ — regarded  both  as  his  draw- 
ing account  and  capital  account.  That  is  the  only 
exception. 
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Q.     That  is  the  only  exception?  A.     Yes. 

Q.  You  were  satisfied  they  were  trying,  in  good 
faith,  to  cooperate  with  you  in  every  way?  [437] 

A.  Yes,  as  far  as  I  could  tell,  they  were  ready 
to  cooperate.  If  I  would  ask  for  a  record,  I  even- 
tually received  the  record. 

Q.  Mr.  Williams,  did  you  ask  to  see  the  part- 
nership agreement  when  you  were  making  the  ex- 
amination? A.     Yes,  sir. 

Q.     Was  that  exhibited  to  you? 

A.     Yes,  sir. 

Q.  Did  you  ask  to  see  the  Mason  and  Petersen 
agreement  ?  A.     Yes. 

Q.     And  were  they  exhibited  to  you? 

A.     Yes,  sir. 

Q.  When  you  made  the  examination  as  complete 
as  you  wanted  to,  did  you  find  in  fact  any  errors 
that  you  concluded  were  made,  according  to  your 
version  of  the  transaction,  with  any  design  to  evade 
any  taxation? 

Mr.  Winter:  Objected  to  as  incimpetent,  irre- 
levant and  immaterial.  The  plaintiff  is  seeking  re- 
covery here.  No  one  has  said  there  has  been  any 
evasion.  We  have  just  said  for  tax  purposes  this 
so-called  secret  partnership  should  not  1)e  recog- 
nized ? 

The  Court:     He  may  answer. 

A.  I  saw  no  attempt  to  fraudulently  evade  taxes, 
no. 

Mr.  Bischoff:  Q.  Whatever  conclusion  you. 
came  to,  I  take  it,  then,  it  was  to  the  effect  that 
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some  errors  were  made  in  the  accounting  system 

or  in  the  way  it  was  being  carried  out?  [438] 

A.     Yes,  sir. 

Q.  On  your  direct  examination  I  understood 
you  to  say,  or  to  summarize,  that  the  chief  defect 
that  you  found  in  this  method  of  accounting  which 
they  followed  was  the  failure  to  keep  what  might 
be  termed  as  work-in-progress  accounts  or  inven- 
tory accoimts?  A.     Yes,  sir. 

Q.     Am  I  stating  it  fairly? 

A.     That  is  one  of  the  chief  defects  that  I  noted. 

Q.  But  in  setting  up  an  inventory  accoiuit,  that 
would  presuppose  that  they  did  have  an  inventory 
of  which  an  account  should  be  kept,  isn  't  that 
right  1  A.    Yes. 

Q.  If  the  fact  be  that  they  had  no  inventory 
during  any  particular  accounting  period,  of  course, 
there  would  be  no  necessity  for  maintaining  an 
account?  A.     That  is  right. 

Q.  You,  of  course,  have  in  mind  or  did  have  in 
mind,  in  making  the  examination,  the  distinction 
between  a  mercantile  establishment  where  sales  and 
purchases  were  the  profit-producing  factor,  in 
which  inventories  and  work  in  progress  are  neces- 
sary  elements,  and  a  contractor's  accounts.  Did  you 
have  that  distinction  in  mind  when  you  made  this 
examination,  and  made  your  report? 

A.  The  question  of  inventories  and  work  in  proc- 
ess being  kept  by  a  mercantile  establishment  did 
not  occur  to  me,  Mr.  Bischoff,  [439]  because  I  was 
Tvorking  with  a  contractor  who  is,  in  a  sense,  a 
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manufacturer,    a    manufacturer    of    building    con- 
struction. 

Q.  That  is  just  what  I  want  to  come  to,  Mr. 
Williams.  Were  you  not  proceeding  on  the  theory 
that  there  was  no  difference  in  accounting  prin- 
ciples, at  any  rate  for  tax  purposes,  between  a  con- 
tractor putting  up  buildings  and  a  merchant  who 
is  engaged  in  buying  and  selling  merchandise?  Is 
that  about  correct? 

A.     No  difference  in  what  way? 

Q.  I  am  just  asking  you  what  your  reaction 
was. 

The  Court:  That  is  not  what  he  said.  He  said 
there  was  no  difference  between  a  contractor  and 
a  manufacturer. 

Mr.  Bischoff:  Q.  Let  me  restate  the  question. 
Perhaps  I  was  not  very  clear  in  my  question. 

In  making  the  examination,  did  you  proceed  on 
the  assumjition  that  the  same  accounting  principles 
apply  to  a  contractor  as  apply  to  a  merchant  en- 
gaged in  buying  and  selling  merchandise? 

A.  No,  sir,  I  made  no  such  assumption  because 
the  mercantile  dealer  did  not  occur  to  my  mind. 

Q.  Did  you  go  on  the  assumption  that  a  man 
contracting  to  build  a  building  is  selling  and  buying 
materials  ? 

A.  I  went  on  the  assumption,  sir,  that  a  man 
contracting  to  1mild  a  building  is  handling  his  ac- 
counts— should  handle  his  accounts  in  the  same  way 
that  a  manufacturer  manufacturing  some  other 
article.  In  other  words,  it  is  a  general  accounting- 
principle [440] 
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Q.     When  you  say  '^  manufacturer  " 

Mr.  Winter :     Let  him  finish  the  answer. 

A.  It  is  a  general  accounting  principle  that 
when  a  taxpayer  expends  money  for  material  and 
supplies  that  deduction  for  the  cost  of  those  ma- 
terials and  supplies  is  made  in  the  year  in  which 
the  income  is  attributed. 

The  Court:  I  will  tell  you  what  I  don't  under- 
stand, Mr.  Williams.  You  use  the  expression  ''work 
in  progress."  A.     Yes,   Your  Honor. 

The  Court:  "Inventory"  and  ''work  in  pro- 
gress." They  are  different  things,  to  start  with, 
aren't  they? 

A.  The  term  "Inventory,"  Your  Honor,  is 
loosely  used  in  that  manner. 

The  Court:  "Work  in  process"  or  "work  in 
progress"  are  the  same  thing,  partially  finished? 

A.     Yes. 

The  Court:  "Inventory"  is  something  that  has 
been  worked  into  the  job — I  mean,  something  that 
has  not  yet  been  worked  into  the  job  in  any  respect. 

A.  Yes.  I  was  merely  using  the  loosely-con- 
strued term  "inventory"  as  inventory  or  work  in 
progress ;  in  other  words,  summarizing,  all  the  costs 
of  the  labor  going  into  the  work  in  progress  and 
all  the  materials  that  have  gone  into  the  work  in 
progress. 

The  Court:  I  don't  want  to  get  at  it  that  way. 
I  want  to  take  "inventory"  the  same  as  these  piles 
of  sand  and  gravel  we  [441]  see  along  the  highway, 
to  be  used  in  the  future  some  time.  That  is  the  in- 
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ventory  I  am  thinking  of.  Work  in  progress,  of 
course,  is  something  that  I  can  see,  for  instance, 
right  across  the  street  here,  where  these  men  are 
putting  up  some  sheetmetal  work.  When  they  quit 
tonight,  they  are  going  to  be  partway  through  with 
what  they  are  doing.  They  are  going  to  have  half 
of  it  or  two-thirds  of  it,  whatever  the  percentage 
is,  completed.  For  the  purpose  of  the  question  I  am 
going  to  ask  you,  I  am  talking  about  ^Svork  in 
progress"  in  that  way.  Do  you  understand? 

A.    Yes. 

The  Court:  Now,  the  system  that  these  people 
used,  that  all  was  taken  into  account,  wasn't  it? 
In  the  system  that  they  used,  that  was  all  taken 
into  account? 

A.  It  w^as  taken  into  account  up  to  the  time 
that  they  were  billed. 

The  Court:  Up  to  the  point  where  the  engi- 
neers  

A.  — made  their  estimate.  Yes,  from  the  time 
the  engnieers  made  their  estimates.  If  it  were  De- 
cember 15th,  imtil  the  end  of  the  year  there  would 
be  a  great  deal  of  labor  and  materials  and  supplies 
gone  into  the  work  in  progress  which  was  not  ac- 
counted for  as  at  the  end  of  the  year. 

The  Court:     You  draw  it  that  fine,  do  you? 

A.  Yes,  becavise  that  amounts  to  a  considerable 
figure,  especially  if  the  last  l^illing  were  from  one 
to  two  or  three  months  old  at  the  end  of  the  year. 
[442] 

The  Court:  You  are  thinking  about  the  fifteen 
days  to  the  end  of  the  year? 
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A.     Yes,  sir,  or  one. 

Mr.  Bischoff :  Q.  Now,  Mr.  Williams,  when  the 
engineer  certifies  that  a  certain  type  of  work,  that 
is,  some  particular  item  of  work,  had  been  com- 
pleted to  the  point  where  it  can  be  paid  for,  he  de- 
ducts 10  per  cent,  we  will  say,  for  retained  per- 
centage. Did  you  treat  that  10  jjer  cent  as  work 
in  progress  that  is  unpaid  for,  or  did  you  treat  the 
whole  of  the  work  as  certified  as  completed  work? 

A.  The  whole  as  completed  work,  and  it  was 
so  treated  by  the  taxpayer.  A  certain  portion  of 
it,  90  per  cent,  was  received  and  accrued  as  in- 
come and  10  per  cent  was  set  up  as  retained  per- 
centage, and  accrued  to  profit  and  loss  in  the  tax- 
payer's books. 

Q.  The  retention  of  a  percentage,  10,  15  or  20, 
whatever  it  happens  to  be,  is  no  indication  that 
that  particular  work  was  not  completed.  It  merely 
means  the  owner  saw  fit  to  retain  some  money  as 
security  out  of  some  completed  items.  That  is  cor- 
rect, isn't  it?  A.     Yes,  sir. 

Q.  If,  in  fact,  there  was  at  no  time  any  work 
in  progress  in  the  true  sense  of  the  word,  certainly 
there  would  be  no  need  for  maintaining  an  account 
for  that  purpose. 

Mr.  Winter:  Objected  to,  Your  Honor,  that  it 
assumes  a  fact  [443]  that  has  not  been  proven  here. 

Mr.   Bischoif:     A  hypothetical  question. 

Mr.  Winter:  No  records  are  here  before  the 
Court;  no  records  were  kept  of  work  in  progress 
or  materials  on  hand.  There  isn't  a  single  bit  of 
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evidence,   a  single  scintilla  of  evidence,  and  it  is 

undisputed  that  no  record  was  kept  of  it.  We  have 

no  way  of  knowing  what  it  was  from  the  books  and 

records. 

Mr.  Bischoff:  Of  course,  if  there  was  no  work 
in  progress  at  any  time,  there  would  be  no  oc- 
casion for  keeping  entries  pertaining  to  it. 

The  Court:  I  don't  take  it  that  Mr.  Williams 
claims  to  know  whether  there  was  or  not. 

Mr.  Bischoff:  I  asked  him  hypothetically  if 
there  was;  then  we  want  to  go  to  the  next  step  to 
determine  whether  there  were  any  such  items  that 
should  have  been  recorded.  We  can  only  take  this 
a  step  at  a  time,  Your  Honor. 

Q.  I  will  ask  you  again:  If  there  were  no  work 
in  progress  in  fact,  there  would  be  no  need  for  set- 
ting up  any  account  for  that  purpose,  would  there? 

A.     No,  sir. 

Q.  Both  with  respect  to  inventories  in  the  true 
sense,  and  work  in  progress.  Bid  you  make  any 
effort  to  ascertain  whether,  at  any  given  time,  there 
was  in  fact  any  inventory  that  should  have  been 
recorded,   any  traditional  inventory? 

Mr.  Winter:  We  submit,  Your  Honor,  the  ques- 
tions answers  [444]  itself.  He  did  not  make  an 
investigation  until  1944,  and  clearly  it  seems  to  me 
it  is  argumentative. 

The  Court:  How  can  he  make  a  report  based 
on  the  failure  to  keep  inventories  and  an  account 
of  work  in  progress  unless,  in  fact,  there  were  in- 
ventories and  work  in  progress?  He  can't  just  con- 
clude there  were. 
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Mr.  Winter:  It  is  self-evident  from  the  billings 
they  were  being  billed  on  a  percentage  of  com- 
pletion. As  they  completed  a  unit,  they  were  en- 
titled to  bill  for  it,  they  became  entitled  to  bill  for 
that  unit.  It  stands  to  reason  that  exactly  at  mid- 
night December  31st  there  must  have  been  a  con- 
siderable amount  of  work  in  progress. 

Mr.  Bischoff:  That  is  an  assumption.  Because 
a  ])uilding  is  nearly  two-thirds  completed  does  not 
mean  that  they  had  a  lot  of  materials  on  hand  for 
the  purpose  of  completing  it. 

The  Court:  Let's  go  ahead  and  try  to  get 
through.  The  question  is:  Do  you  know  whether, 
in  fact,  there  were  inventories  or  w^ork  in  progress? 

A.     I  didn't  know  for  a  fact. 

The  Court:  I  will  have  to  ask  you  one  more 
question  now.  You  did  not  try  to  set  up  what  you 
think  they  should  have  done  by  way  of  inventories 
and  work  in  progress,  because  you  had  no  informa- 
tion available  to  you?  A.     No. 

The  Court:  You  just  adopted  your  formula  here 
by  distributing  [445]  profits  and  distributing — 
What  did  you  distribute?  You  distributed  the  in- 
come in  the  same  proportion  as  expenses,  wasn't 
that   it? 

Mr.   Winter:     No,   he   didn't. 

A.  Profits  distributed  in  the  same  propor- 
tion  

The  Court:     — as  income? 

A.    — as  sales  bore  to  the  total. 

The  Court:     The  sales?  Total  sales? 
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A.     Yes. 

The  Court :  All  right.  Was  that  the  formula  you 
applied  to  correct  the  situation?  The  formula  j^ou 
applied  grew  largely  out  of  the  failure  to  handle  in- 
ventories and  work  in  progress? 

A.  I  might  state — I  don't  know  whether  it  is 
relevant  here  or  not. 

The  Court:  Anything  is  relevant  that  you  want 
to  say,  Mr.  Williams. 

A.  But  I  have  handled  some  millions  of  dollars 
worth  of  construction  contracts  during  this  period 
and  in  not  one  of  them  have  I  found  a  contractor 
who  did  not  have  work  in  progress  or  stock  piles 
on  hand.  In  fact,  some  contractors  spent  a  great 
deal  of  money  in  creating  large  stock  piles  because 
stock  was  difficult  to  get,  materials  were  difficult 
to  secure,  and  they  spent  a  great  deal  of  time — one 
contractor  had  a  nvimber  of  men  out  continually 
looking  for  his  materials  and  shipping  them  to  the 
site  of  construction  as  fast  as  they  could  secure 
them.  It  [446]  seems  inconceivable  that  one  con- 
tractor  

The  Court:  That  is  why  we  had  allocations,  to 
stop  the  race  between  people  for  materials,  but 
there  has  been  testimony  here — you  have  heard  it 
— that  in  some,  years  of  their  operation  these  people 
did  not  have  any  substantial  amount  of  inventory 
on  hand  at  the  end  of  any  one  year. 

A.    Yes,  sir. 

Mr.  Bischoff:  Q.  In  that  connection,  during 
the  war  years,   a   contractor  performing   Govern- 
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ment   contracts  had   a   right-of-way  for  materials 

for  that  purpose,  didn't  he? 

A.  That  could  be  answered  better  by  Mr.  Ham- 
mond. 

Q.  You  have  told  us  you  have  a  great  deal  of 
experience  with  contractors.  Don't  you  know  that 
to  be  a  fact? 

The  Court:     Had  priority. 

Mr.  Bischoff:  Q.  Mr.  Williams,  whatever  sys- 
tem you  found  there  of  books,  whatever  you  de- 
nominate it,  it  is  true,  is  it  not,  that  it  was  con- 
sistently carried  on  in  the  same  way  from  1939  to 
1944,  inclusive?  I  am  talking  about  the  method. 

A.  It  depends,  sir,  upon  what  we  term  the 
method  employed.  In  connection  with  contracts  in 
the  earlier  years,  prior  to  1941,  you  did  not  have  the 
same  problems  that  existed  after  1941.  The  prob- 
lems were  much  greater  in  these  later  years.  You 
were  dealing  with  a  much  greater  amount  of  ma- 
terials than  in  the  earlier  years. 

Mr.  BischofP:  Q.  I  am  afraid  you  didn't  un- 
derstand my  question  [447] 

The  Court:  I  am  going  to  interrupt  you  now. 
Where  did  you  get  this  formula  that  you  applied, 
the  percentage  of  profit  to  income? 

A.  In  the  first  place,  it  was  applied  by  the  tax- 
payer in  his  1938  and  1939  returns. 

Mr.  Bischoff:     Which  we  deny. 

The  Court:     All  right.  That  is  the  first  step. 

A.  And  it  seems  to  be  the  only  method  in  which 
profits  could  have  been  distributed  evenly  through- 
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out  the  period.  No  other  method  suggested  itself 
because  it  would  have  been  impossil^le  to  correct 
any   discrepancies   in   accounting   which   were   not 
represented  by  figures  in  the  books. 

The  Court:  Let  us  say  Mr.  Hammond  made 
$250,000  mider  a  contract  that  was  sf)read  over 
twenty-five  months.  Let  us  say  he  made  $240,000 — 
$250,000  under  a  contract  spread  over  an  even  two 
years.  Do  you  understand?  A.     Yes. 

The  Court:  Why  didn't  you  just  split  it  $125,- 
000  one  year  and  $125,000  in  the  other  and  make  it 
come  out  even? 

A.  Because,  sir,  it  depends  entirely — in  some 
years  there  were  a  million  dollars  receipts;  in  other 
years  there  were  only,  say  forty-two  thousand.  Con- 
sequently, the  income  was  allocated  in  accordance 
with  the  figures 

The  Court:  You  wanted  to  find  the  proportion 
to  income?   [448] 

A.  Yes.  In  other  words,  distril)ute  the  expense 
more  evenly  in  proportion  to  the  income. 

Mr.  Bischoff:  Q.  Mr.  Williams,  what  I  was 
trying  to  find  out,  not  in  very  great  detail — I  am 
talking  about  the  method  of  accounting,  these  ac- 
counts that  were  set  up,  including  the  absence  of  an 
inventory  or  work-in-progress  account.  Wasn't  that 
general  system  uniform  or  consistent  from  1939 
to  1944? 

A.  Yes,  sir.  The  accounts  were  on  the  accrual 
basis,  the  income,  and  the  liabilities  were  accrued 
on  the  books  as  at  the  end  of  the  year. 
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Q.  Throughout  your  testimony,  in  discussing 
these  computations  that  you  made,  you  talked  of 
sales.  Did  you  treat,  for  the  purpose  of  your  anal- 
ysis, the  performance  of  these  contracts  as  sales? 

A.     It  is  immaterial  what  you  term  them. 

Q.  I  just  want  to  know  whether  you  did  treat 
them  as  sales? 

A.  In  my  report  I  think  you  will  find  that  it  is 
not  treated  as  sales. 

Q.     In  your  testimony 

A.     Treated  as  income. 

Q.  In  your  testimony  you  spoke  of  them  as 
sales.  Do  you  want  to  change  your  testimony  now? 

A.  Well,  if  it  suits  the  situation  best.  It  is  im- 
material to  me  what  you  term  it.  It  is  income  re- 
ceived from  the  contracts. 

Q.  It  is  not  necessary  to  please  me.  I  am  trying 
to  get  the  [449]  facts.  In  testifying  about  these 
things,  you  referred  to  them  as  sales.  I  want  to 
know  if  that  is  the  sense  in  which  you  construe 
this  operation? 

A.  No,  sir,  it  is  not  strictly  a  sale.  It  is  con- 
tractual income. 

Q.  Did  you  put  them  in  the  same  category  as 
a  manufacturer  of  merchandise? 

A.  As  far  as  the  nature  of  his  operation  is  con- 
cerned, he  is  manufacturing  a  building,  manufac- 
turing a  road,  manufacturing  other  things;  he  is 
constructing  them. 

Q.  Did  you  apply  to  him  the  same  principles  of 
accounting  as  would  be  applied  to  a  manufacturer 
manufacturing  merchandise  ? 
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A.  To  the  extent  in  such  cases  it  is  necessary 
to  set  up  prepaid  expenses,  modifying  deductions. 

Q.  In  other  words,  you  applied  to  him  the  for- 
mula that  is  provided  for  in  Section  42.4(a)  Regu- 
lation 111,  didn't  you? 

I  ^\dll  read  it  to  you  so  you  will  have  it  in  mind: 
^' Gross  income  derived  from  such  contracts  may  be 
reported  upon  the  basis  of  percentage  of  comple- 
tion. In  such  cases  there  should  accompany  the  re- 
turn certificates  of  architects  or  engineers  showing 
the  percentage  of  completion  during  the  taxable 
year  of  the  entire  work  to  be  performed  under  the 
contract.  There  should  be  deducted  from  such  gross 
income  all  expenditures  made  during  the  taxable 
year  on  account  of  the  contract,  account  being 
taken  of  the  material  and  supplies  on  hand  at  the 
beginning  [450]  of  the  taxable  period  for  use  in 
comiection  with  the  work  under  the  contract  but 
not  yet  so  applied."  A.     Yes. 

Q.  Is  that  the  formula  you  applied  to  the  tax- 
payer in  this  case?  A.     Yes. 

Q.  In  other  words,  you  applied  a  formula 
which  the  regulations  limit  to  one  keeping  his 
accounts  and  reporting  on  a  percentage-of-com- 
pletion  basis,  didn't  you? 

A.  No.  The  regulation  doesn't  limit  it  to  that 
particular  form  of  accounting. 

Q.     Is  there  anything  in  the  regulation 

Mr.  Winter:     Let  him  finish. 

A.     — that  states  it  is  so  limited? 

Mr,  Bischoff:  Q.  Will  you  point  out  anything 
in  this  section,  Section  42.4(a)  and  42.4(b)  which 
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authorizes  the  application  of  this  formula  that  I 

just  read  to  a  contractor  on  the  accrual  basis? 

A.  No,  sir,  there  is  nothing  in  these  sections 
which  have  any  mention  of  a  contract  reported  on 
the  accrual  basis. 

Q.     That  is  what  I  want  to  get  at. 

A.     There  is  nothing  in  there  mentioning  that. 

Q.  But,  nevertheless,  you  applied  to  this  tax- 
payer here  the  formula  as  outlined  in  this  Section 
42.4(a),  didn't  you?  A.     Yes. 

Q.     One  other  thing  I  want  to  ask  you  about. 

The  Court:     How  did  he  apply  that  formula? 

Mr.  Bischoff:  He  applied  it  by  reason  of  the 
fact  that  he  insisted  here  that  we  should  have  had 
inventories   and   work-in-progress   accounts. 

The  Court:  The  formula  he  applied  was  the 
per  cent  of  total  profits  to  total  income,  isn't  it? 
That  is  the  formula  he  applied,  isn't  it? 

Mr.  Bischoff:  But  he  did  that  by  rejecting  our 
method  of  accounting  because,  as  he  insists,  we 
did  not  maintain  two  accounts 

The  Court:  All  right,  but  we  are  not  trying 
his  reasons.  We  are  trying  what  he  did. 

Mr  Bischoff :  But  he  says  our  system  should  be 
thrown  out. 

The  Court:  We  are  not  trying  the  reasons  why 
he  did  that.  We  are  trying  what  he  did.  What  he 
did  was  to  apply  the  percentage  of  total  profits 
to  total  income. 

Mr.  Bischoff:  The  point  I  am  making  now  is 
that  we  adopted  a  certain  system.  He  says  we  had 
no  right  to  adopt  it. 


Boss  B.  Hammond  475 

(Testimony  of  W.  G.  Williams.) 

The  Court:     That  it  did  not  reflect  the  income. 

Mr.  Bischoff:  And  it  did  not  reflect  the  in- 
come because  we  did  not  use  this  formula  that  he 
says  is  applicable  and,  therefore,  our  system  is 
thrown  out  the  window  and  he  creates  a  new  one. 

The  Court:  His  reasons  could  be  bad,  like  any 
other  situation,  but  the  result,  nevertheless,  would 
be   the   same.    [452] 

Mr.  Bischoff :  Under  the  Revenue  Act  we  had 
the  election  to  select  any  method  of  accounting 
that  we  desired,  subject  only  to  the  limitation  that 
the  one  we  select  clearly  reflects  the  income.  The' 
Commissioner  cannot  impose  upon  us  a  system 
that  he  wants  to  select  for  us.  Now  he  undertakes 
to  throw  out  our  system  and  substitute  another, 
whatever  it  may  be,  and  it  must  be  for  a  valid, 
legal  reason,  so  his  reasons  are  important. 

Q.  Mr.  Williams,  in  analyzing  our  accounting 
system,  you  determined  and  rejected  it  as  the 
correct  method,  among  other  things,  because  it 
could  not  clearly  reflect  the  income  in  a  given  year. 
That  is  correct,  isn't  it  I  A.     Yes. 

Q.  If  it  be  the  law  that  the  term  as  used  several 
places  in  the  statute  ^'clearly  reflect  the  income" 
relates  to  the  period  of  times  or  years  during  which 
a  particular  contract  is  being  performed,  then  your 
criticism  of  our  system  would  not  apply,  would  if? 

Mr.  Winter:  We  will  object  to  that  as  argu- 
mentative, Your  Honor.  It  is  certainly  assuming 
something  that  has  not  been  established. 

The  Court:  That  is  the  whole  basis  of  the  argu- 
ment. Answer,  if  you  can,  Mr.  Williams. 
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A.  If  I  saw  a  case  in  which  income  had  been 
bandied  aronnd  ten  years,  and  without  any  thought 
as  to  how  much  income  had  to  be  reported  in  any 
one  year,  I  would  say  that  those  returns  were  [453] 
prepared  on  an  erroneous  basis,  that  each  year 
stands  on  its  own  feet,  and  that  the  income  is  to 
be  considered  consistent  only  by  reason  of  allocat- 
ing it  to  given  periods,  and  not  over  a  period  of 
years. 

It  might  happen  you  would  have  a  period  of 
ten  years  in  a  contract  and,  according  to  your 
theory,  for  the  first  five,  six,  seven  or  eight  years 
of  that  contract,  during  high  tax  years,  there  would 
be  but  very  little  income  and  then  in  the  tenth 
year,  when  the  income  tax  would  drop  down,  you 
would  then  be  permitted  to  report  all  of  your  in- 
come that  way.  Or,  we  could  perhaps  substitute 
five  years  for  ten.  It  is  not  logical. 

The  Court:  Suppose  the  income  tax  had  gone 
up  each  year? 

A.  That  is  why  I  substituted  five  years  for  ten. 
If  it  were  done  in  the  fifth  year,  in  the  middle  of 
the  period,  the  taxpayer  could  then  report  in  that 
one  year  all  the  income,  in  that  one  year  when  the 
tax  was  down,  and  then,  according  to  his  own 
fancy,  distribute  it.  It  is  not  logical,  Mr.  Bischoff. 

Mr.  Bischoff:  Q.  Mr.  Williams,,  in  making 
these  audits  or  examinations — I  don't  know  what 
you  call  them,  technically — as  an  agent  of  the 
Treasury  Department  or  Internal  Revenue  Bu- 
reau, you  do  not  examine  these  on  a  purely  scien- 
tific accounting  basis,  for  the  purpose  of  applying 
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purely  scientific  accounting  methods.  You  applied 
it  to  see  whether  it  was  in  accordance  with  the  re- 
quirements of  the  Internal  Revenue  Act? 

A.    Yes,  sir.   [454] 

Q.  In  othei-  words,  t]ie  law  influenced  your  ap- 
praisal  of  the  situation?  A.     Yes. 

The  Court:  Is  this  formula  applied  a  true  per- 
centage-of-completion  formula  ? 

Mr.  Bischoff:  No,  your  Honor,  it  is  on  a  com- 
pleted-contract  basis.  I  can  demonstrate  it  to  your 
Honor  right  now. 

Mr.  Winter:  No,  it  is  not  on  a  completed-con- 
tract  basis.  The  percentage-of-completion  basis 
would  be  if  they  kept  the  accounts  in  the  way  pre- 
scribed. The  percentage-of-completion  basis  re- 
quires the  taxpayer,  as  I  read  to  your  Honor,  to  do 
certain  things.  "There  should  be  deducted  from 
such  gross  income  all  expenditures  made  during  the 
taxable  year  on  account  of  the  contract,  account 
being  taken  of  the  materials  and  supplies  on  hand 
at  the  beginning  of  the  taxable  year  for  use  in  con- 
nection with  the  work  under  the  contract  but  not 
yet  so  applied." 

If  they  had  a  million  dollars  in  material  on  hand 
that  is  going  to  be  applied  the  next  year,  they  can- 
not accrue  that  million  dollars. 

The  Court:  Do  any  of  the  contractors  use  this 
method  you  applied  in  making  report  of  income 
tax? 

A.    Yes,  they  have  done  so,  your  Honor. 

The  Court:     Of  their  own  device? 
•    A.     Yes. 
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The  Court:     Percentage  of  profit  to  income? 

A.  They  take  the  estimated  portion  of  the  total 
contract  and  the  estimated  profit  in  the  total  con- 
tract and  apply  to  that  estimated  total  profit  the 
percentage  of  completion  of  the  contract  and  get 
the  amount  which  is  reportable  in  that  year. 

The  Court:  You  just  dragged  another  element 
in  there.  You  just  answered  me,  percentage  of  com- 
pletion; that  is  percentage  of  profit  to  income  each 
year  ? 

A.  The  income  as  reported  in  each  year  is  based 
upon  the  percentage  of  the  completion  of  the  con- 
tract. 

The  Court:  Then  this  formula,  you  say,  is  a 
percentage-of-completion  formula  ? 

A.  I  could  raise  the  same  question  that  has  been 
raised  before.  I  could  say  this,  that  the  profit  of  a 
particular  contract  is  reportable  in  the  year  in  ac- 
cordance with  the  percentage  of  completion  of  con- 
struction, which  Avould  place  it  in  a  little  different 
category  than  naming  a  percentage-of-completion 
theory  as  defined  in  the  regulations. 

The  Court:  Percentage  of  completion  and  per- 
centage of  income  are  not  the  same  thing? 

A.  No,  sir,  not  necessarily.  They  arise  the  same 
way. 

The  Court:  The  income  is  what  the  engineer 
Avill  allow  you  to  bill  for?  A.     Yes,  sir. 

The  Court:     Isn't  it?  A.     Yes.   [456] 

The  Court:  You  are  saying  that  more  income 
should  have  been  shown  in  the  books  perhaps  than 
the  engineer  would  allow  them  to  bill? 
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A.  No,  sir.  I  am  using  exactly  the  same  incom(> 
that  the  engineer  has  allowed  to  be  billed. 

The  Court:  You  say  that  these  people  should 
have  shown  more  income  in  certain  years  because 
they  had  inventories  and  work  in  progress,  as  you 
call  it.  A.     Net  profit,  your  Honor. 

The  Court:     What? 

A.  More  net  profit.  I  have  not  changed  the  in- 
come, your  Honor,  that  they  have  reported  in  each 
year. 

The  Court:  You  say  they  should  have  showai 
$100,000,  at  the  end  of  a  given  year,  in  inventory — 
we  will  use  round  figures — on  a  certain  job.  They 
have  either  bought  and  paid  for  it  or  been  billed  for 
it  and  have  to  pay  for  it.  A.    Yes. 

The  Court:  And  you  say,  further,  that  they 
have  certain  work  in  progress.  Didn't  you  say  that? 

A.  Yes,  if  it  is  work  in  progress.  I  maintain 
that  deductions  must  be  allowable  in  the  years  for 
which  the  income  is  reported. 

The  Court:  We  will  say  these  people  did  get 
$100,000  in  sand  and  gravel;  they  don't  buy  their 
concrete,  we  will  assiune,  from  Readymix.  They 
have  got  $100,000  in  sand  and  gravel  out  here  in  a 
pile  and  they  pay  for  it  and  that  shows  as  expense 
for  [457]  that  year.  A.     That  is  right. 

The  Court:     That  cuts  the  tax  down. 

A.     Yes. 

The  Court:  Because  they  have  got  $100,000  in- 
vested there.  Now,  you  say  that  they  should  have 
j)ut  that  $100,000  on  the  other  side,  too. 
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A.  Yes,  sir,  I  say  that  $100,000,  if  it  has  not 
been  used  and  if  it  has  not  been  billed  for,  then  that 
part  of  the  $100,000  worth  of  inventory  modifies 
the  deduction  by  that  amount. 

The  Court:     Would  you  show  it  as  income? 

A.     I  would  show  it  as  a  reduction  of  expense. 

The  Court:     Comes  to  the  same  thing. 

A.     Yes. 

The  Court:     You  call  it  modified,  though. 

A.     Reduced,  in  other  words. 

The  Court:  Reduced?  That  is  not  a  percentage- 
of -completion  job? 

A.  No,  sir,  but  I  have  applied  the  profit  in  ac- 
cordance with  the  income  reported  in  each  year, 
and  the  income  reported  in  each  year  has  been 
established  by  means  of  taking  the  inventory  on 
the  job  completed  to  that  job. 

The  Court:  I  do  not  say  you  are  not  right  in 
what  you  have  done.  That  is  what  I  have  got  to  de- 
cide at  the  end  of  the  case.  But  what  I  think  you 
have  done  is:  You  found  a  very  lop-sided  [458]  sit- 
uation and  you  took  a  formula  of  your  own  to  level 
it  off.  It  does  not  seem  to  me,  from  what  I  have 
heard,  that  you  took  a  p ere entage-of -completion  for- 
mula to  level  it  off.  A.    No,  sir. 

The  Court:     You  didn't,  did  you? 

A.     No,  sir. 

Q.  (Mr.  Bischoff)  :  Mr.  Williams,  taking  your 
analysis  of  these  figures  that  you  set  up — the  first 
contract,  I  assume,  is  illustrative  of  the  rest  of 
them.  Is  that  a  fair  statement? 
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A.  I  was  rattling  my  papers.  I  am  sorry.  T 
didn't  hear. 

Q.  The  formula  you  employed  in  Contract  207, 
the  first  one  on  this  list A.     Yes. 

Q.     is  substantially  the  same  as  you  applied 

to  the  others?  A.     It  is,  yes. 

Q.  Very  well.  In  the  first  line  we  have  "Income 
Per  Books"  for  the  three  years,  1941,  1942  and 
1943.  These  are  our  figures  as  to  income  that  we  re- 
ported, is  that  correct?  A.     That  is  correct. 

Q.  You  have  them  in  the  amounts  we  reported 
in  the  various  years  and  you  also  have  a  total  for 
the  three  years,  do  you  not?  A.     Yes. 

Q.  The  next  thing  you  noted  here  were  the 
costs  as  we  reported  them,  and  you  broke  them 
down  into  labor  and  material,  but  the  total  is  given 
for  each  year  as  they  appear  on  our  books  and 
as  [459]  we  reported  them.  That  is  correct? 

A.    Yes. 

Q.  Then  we  have  a  balanced  account  for  the 
total  of  the  three  years?  A.     Yes. 

Q.  Now,  then,  you  show  also  what  the  net  profits 
were  according  to  the  books,  the  profits  by  year 
for  those  three  years?  A.     Yes. 

Q.  And  then  you  show  the  total  of  the  profit 
for  the  three  years?  A.     Yes,  sir. 

Q.  For  the  purpose  of  your  computation  you 
adopted  the  figures  that  appeared  on  our  books 
to  arrive  at  the  amount  of  income  for  each  year, 
didn't  you?  A.     Yes,  sir. 

Q.  You  adopted  our  figures  of  the  profits  as 
reported  in  each  of  those  years  on  our  books? 
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A.     Yes,  sir. 

Q.  Then  you  took  the  profit  we  reported,  as  we 
reported  it,  and  you  divided  it  into  the  income,  as 
we  reported  it,  and  arrived  at  the  percentage  of 
profit  which  you  ultimately  used  in  your  computa- 
tion, didn't  you?  A.     Yes. 

Q.  By  that  process  you  concluded  that  the  profit 
in  those  years  was  12.93  and  some  other  figures? 

A.     Yes,  sir. 

Q.  Then  you  took  that  ratio  of  profit  and  ap- 
plied it  to  each  year's  income  as  we  reported  it, 
didn't  you?  A.     Yes. 

Q.  That  is  the  ultimate  figure  you  arrived  at 
here  ?  A.     Yes. 

Q.     For  the  purpose  of  computing  your  income? 

A.     Yes,  with  that  small  exception  of  $7,000  plus. 

Q.  So,  when  you  took  the  gross  income  as  we 
reported  it  and  arrived  at  the  total  amount  in  order 
to  get  the  percentage,  you  applied  the  completed- 
contract  method,   didn't  you?  A.     No. 

Q.     For  that  purpose?  A.     No. 

Q.  Didn't  you  take  the  total  as  it  was  ascer- 
tained at  the  completion  of  all  those  contracts  in 
these  three  years  and  use  that  for  the  purpose  of 
dividing  by  the  total  of  all  costs  for  those  three 
years?  Didn't  you?  A.     That  is  right. 

Q.  Well,  isn't  that  information  that  is  ascertain- 
able only  upon  completion  of  all  work? 

A.     That  is  right. 

Q.     So,  to  that  extent,  at  least, 

A.     That  is  not 
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Mr.  Winter:     Let  him  finish  his  answer.  [461] 

A.  That  is  not  a  completed-contract  basis.  The 
completed-contract  basis  is  where  you  report  all 
the  profits  in  one  year,  which  I  didn't  do. 

Q.  (By  Mr.  Bischoff)  :  You  took  the  informa- 
tion available  at  the  end  of  the  contract  in  ascer- 
taining how  much  profit  there  was,  didn't  you? 

A.    Yes. 

Q.  You  took  that  for  two  purposes:  To  arrive 
at  the  ratio  or  percentage  which  would  apply  to 
that  year  and  you  took  it  for  the  purpose  of  de- 
termining the  amount  of  income  which  would  l:>e 
applied  in  that  year,  by  multiplying  the  income,  as 
we  reported  it,  by  your  ratio  which  you  ascer- 
tained ?  A.     Yes. 

Q.  Wasn't  that  combination  the  application  of 
a  hybrid  principle,  adopting  a  completed  method 
for  the  purpose  of  arriving  at  the  total  cost,  for 
the  purpose  of  arriving  at  the  total  income  and  for 
the  j)urpose  of  arriving  at  a  total  ratio  of  profit? 
Wasn't  that,  to  that  extent  at  least,  a  completed- 
contract  basis? 

A.  Its  allocation  of  the  completed  figures  to  the 
various  years  contained  in  the  contract,  yes. 

Q.  Of  course,  without  waiting  for  the  full  three 
years  to  expire  you  could  not  have  arrived  at  that 
formula?  A.     No,  sir,  not  accurately. 

Q.  If  you  had  done  that,  you  would  then  take 
our  income  as  we  reported  it  and  allow  us  to  de- 
duct only  that  fraction  of  it  which  [462]  you  com- 
pute by  your  other  ratio?  A.     Yes,  sir. 
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Q.  And  to  that  extent  you  were  attempting  to 
a])ply,  in  part  at  least,  the  percentage-of-completion 
basis,  or  percentage-of-income  basis,  which  would 
be  the  more  accurate? 

A.     It  was  determined  that  way,  yes,  sir. 

Q.  Let  me  read  to  you  from  a  section  of  the 
Internal  Revenue  Act  which  deals  with  the  com- 
13leted  contract  basis,  Section  42.4(b). 

^Ir.  Winter:  I  think  education  is  very  en- 
lightening but  I  object  to  reading  from  a  statute  to 
a  witness.  He  is  not  a  lawyer.  That  is  a  matter  of 
law. 

Mr.  Bischoff:     You  used  this  in  examining  him. 

Q.  '^  Gross  income  may  be  reported  for  the 
taxable  year  in  which  the  contract  is  finally  com- 
]:>leted  and  accepted  if  the  taxpayer  elects  as  a  con- 
sistent practice  so  to  treat  such  income,  provided 
such  method  clearly  reflects  the  net  income.  If  this 
method  is  adopted,  there  should  be  deducted  from 
gross  income  all  expenditures  during  the  life  of  the 
contract  which  are  properly  allocated  thereto,  tak- 
ing into  consideration  any  material  and  supplies 
charged  to  the  work  under  the  contract  but  remain- 
ing on  hand  at  the  time  of  completion." 

Of  course,  you  had  this  regulation  in  mind  in 
making  your  examination,  didn't  you? 

A.  I  know  about  that  regulation,  yes,  but  it  did 
not  apply  to  this  case.  [463] 

Q.  Therefore,  you  couldn't  apply  the  completed- 
€ontract  method  in  this  case,  could  you? 

A.     No,  sir,  I  didn't. 
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Q.  For  the  obvious  reason  that  you  would  have 
to  eliminate,  in  all  intervening  years,  all  items  of 
income  and  all  items  of  expense  pertaining  to  the 
contract,  reported  for  the  years  1941,  1942  and 
1943;  you  would  have  to  forget  about  the  expenses 
of  the  contract  until  you  got  to  the  completion,  is 
that  correct?  A.     That  is  correct. 

Q.     You  would  have  to  defer  all  items? 

A.    Yes. 

Q.     We  did  not  attempt  to  do  that  here,  did  we? 

A.     No,  sir. 

Q.  With  all  this  in  mind,  will  you  please  tell  the 
Court  which  of  the  four  methods  of  accounting 
which  the  regulations  make  optional  or  authorized, 
was  used;  that  is  to  say,  whether  it  was  cash  or  ac- 
crual, percentage-of-completion  or  completed-con- 
tract  basis'?  Which  of  these  do  you  now  claim  was 
used  by  the  taxpayer  in  maintaining  his  books? 

A.     I  didn't  use,  strictly,  either  one  of  them. 

Q.     Could  you 

Mr.  Winter:     Just  let  him  answer. 

Mr.  Bischoff:     All  right. 

A.  I  used  the  one  which  was  described  in  Sec- 
tion 41  of  the  Act.'  [464] 

Q.  (Mr.  Bischoff) :  I  did  not  ask  you  what 
method  you  used.  I  asked  you  what  method  do  you 
now  claun  the  taxpayer  used  in  maintaining  his 
books  and  making  his  reports? 

A.  May  I  have  a  copy  of  my  report,  Mr.  Win- 
ter. 

Mr.  AVinter:     Yes. 
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Mr.  Bischoff:  Can't  you  answer  my  question 
from  your  present  knowledge  of  the  case? 

A.  I  will  answer  you  what  is  in  the  record,  sir. 
I  stated  "It  would  be  extremely  difficult  at  this 
time  to  place  the  taxpayer's  accounts  upon  a  true 
accrual  basis  or  to  determine  the  per  cent  of  com- 
pletion of  the  total  of  any  contract  at  the  close  of 
any  of  the  years  under  examination." 

In  other  words,  the  taxpayer,  I  do  not  consider, 
used  either  a  true  accrual  method,  nor  did  he  use 
a  percentage-of-completion  basis.  The  taxpayer, 
therefore,  did  not  use  strictly  either  one  of  the 
authorized  bases. 

Q.  All  right.  Will  you  tell  me  now  which  of 
these  four  methods  you  used  in  making  these  com- 
putations ? 

Mr.  Winter:  Object  to  that  question.  He  said 
he  didn't  use  any. 

Mr.  Bischoff :  I  didn't  ask  you.  I  asked  the  wit- 
ness. 

Mr.  Winter:     He  said  he  didn't  use  any  of  them. 

The  Court:     Answer. 

A.     I  used,  strictly,  neither  one. 

Q.  (Mr.  Bischoff)  :  In  other  words,  you  used 
a  hybrid  method,  [465]  then,  didn't  you? 

A.  A  hybrid  method,  sir,  means  a  combination 
of  any  one  of  the  two  or  the  four.  I  used  the 
method  which  is  described  in  Section  41  which 
states  that  the  Commissioner  can  set  up  a  method 
which,  in  his  opinion,  best  reports  the  income. 

Q.  Well,  is  it  correct  to  say,  then,  that  you  ig- 
nored all  the  four  methods  which  I  have  eniuner- 
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ated  and  adopted  a  method  of  your  own?  Is  that 

what  you  now  want  to  say? 

A.     It  might  be  said  that  way,  yes,  sir, 

Q.  Mr.  Winter  read  to  the  Court  an  all(\^ed 
contractual  provision  with  regard  to  the  method  of 
payment  in  which  there  was  a  10-per-cent  retained- 
percentage  provision  and  a  25-per-cent  deduction 
for  materials  on  hand.  I  want  to  ask  you:  From 
what  contract  was  that  taken?  I  want  to  identify 
the  contract  from  which  that  provision  was  quoted? 

A.  It  was  taken  from  one  of  the  contract  blanks 
of  the  Defense  Plant  Corporation.  That  is  simply 
a  sample  copy. 

Mr.  Bischoff:  You  had  a  sample  copy  of  a  con- 
tract that  you  thought  was  uniformly  used  and 
that  is  what  you  read  from? 

Mr.  Winter :  It  is  a  printed  form,  a  copy  of  De- 
fense Plant  Corporation  form  of  contract.  It  is 
Form  No.  DPC58. 

Q.  (Mr.  Bischoff)  :  You  did  not  read  that  from 
any  contract  that  was  entered  into  vdth  the  plain- 
tiff in  this  case,  did  you?  A.     No. 

Q.  Do  you  know  whether  the  plaintiff  had  any 
contract  with  any  [466]  agency  or  anybody,  any 
transaction  involved  here,  in  which  that  method  of 
payment  was  provided  for  in  the  contract? 

A.  I  can  only  speak  from  recollection.  It  has 
been  three  and  a  half  years  since  I  made  this  exam- 
ination and  since  I  examined  the  contracts.  It  is 
my  recollection  that  he  entered  into  several  of  those 
contracts  which  provided  that  the  stock  piles  shall 
l)e  paid — I  believe  one  of  them  was  95  per  cent,  90 
per  cent,  and  others  were  of  varying  ratio. 
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Q.  You  made  work  sheets,  didn't  you,  when  you 
were  making  this  examination?  A.     Yes,  sir. 

Q.  Didn't  you  make  notations  of  those  instances 
in  which  there  were  25-per-cent  material  deduc- 
tions to  be  made? 

A.  I  didn't  go  through  and  make  details  of  all 
the  contracts,  no,  sir. 

Q.  Are  you  prepared  to  say  now  that  there  is 
any  contract  in  Avhich  there  is  a  25-per-cent  pro- 
vision such  as  was  read  from? 

A.  I  am  prepared  to  say  it  is  my  recollection 
there  were. 

Q.     Do  you  know^  which  ones  they  were? 

Mr.  Winter:  The  contracts  are  the  best  evi- 
dence. 

Mr.  Bischoff :  You  have  represented  to  the  Court 
here  that  all  of  the  contracts  were  upon  that  basis. 

Mr.  Winter:     There  are  enough. 

Mr.  Bischoff:  I  want  to  know  where  you  got 
that.  We  deny  that,  your  Honor.  [467] 

Mr.  Winter:     There  are  enough. 

Mr.  Bischoft':  I  am  going,  your  Honor,  to  sub- 
mit to  your  Honor  a  sample  of  every  contract  that 
is  in  evidence  here,  as  to  what  the  payment  pro- 
visions are.  We  want  to  know  why  they  refuse  to 
tell  the  Court 

Mr.  Winter:  Have  you  got  any  more  questions 
of  the  witness? 

Mr.  Bischoff:  Yes,  I  have  got  lots  of  questions 
to  ask  him. 

The  Court :  Does  that  have  something  to  do  with 
Mr.  Williams'  opening  statement  when  I  asked  him 
to  make  me  a  memorandum? 
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Mr.  Bischoff:  Yes,  your  Honor,  in  that  very 
connection.  Of  course,  if  that  situation  does  not 
exist,  the  hypothesis  we  have  been  talking  about  is 
of  no  interest. 

The  Court :  I  was  not  clear  at  all  how  Mr.  Wil- 
liams applied  that  to  the  case. 

Mr.  Bischoff:  I  intend  to  question  him  about 
the  application  of  that  method  here,  your  Honor. 

The  Court:  You  do  not  need  to  talk  about  it  if 
the  contracts  do  not  have  any  such  a  provision.  Thc^ 
sheet  which  he  prepared  and  gave  me  showed  pay- 
ment in  full  for  materials;  showed  10  per  cent  re- 
tained for  work  in  construction  and  showed  pay- 
ment in  full — I  made  a  misstatement.  75  per  cent. 

Mr.  Bischoff:     Yes. 

The  Court:  What  did  he  claim  for  thaf?  What 
do  you  understand  he  claims'? 

Mr.  Bischoff:  I  don't  know  yet  what  he  claims 
for  that,  your  [468]  Honor.  I  am  going  to  ask  him 
a  question  to  find  out  what  significance  that  has  as 
far  as  the  accrual  of  income  is  concerned.  That  is 
what  I  intend  to  ask. 

The  Court:  You  don't  need  to,  if  you  think 
they  haven't  any  such  a  contract. 

Mr.  Bischoff:  I  want  to  make  that  statement  to 
your  Honor,  however,  for  the  present,  qualifiedly.  I 
want  to  be  sure.  I  want  to  verify  these  contracts  to 
be  sure  about  that.  We  attempted  to  do  that  during 
the  recess  and  we  were  unable  to  complete  it.  I  am 
going  to  ask  permission  of  the  Court  to  take  out  of 
the  courtroom  these  contracts  for  the  purpose  of 
making  that  examination. 
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The  Court:  Ask  Mr.  Williams  about  this  little 
sheet  he  made  up,  a  copy  of  which  you  have.  I  will 
give  him  this  one.  Ask  him  what  he  claims  for  that. 
I  didn't  get  it. 

Q.  (Mr.  Bischoff) :  Mr.  Williams,  under  this 
hypothetical  situation  embodied  in  these  figures  that 
you  gave  to  the  Court,  in  which  we  assume  a  billing 
of  $200,000  and  materials  of  $100,000,  we  received 
actually  90  per  cent  of  the  $200,000  which  represents 
work  completed,  and  75  per  cent  of  $75,000  of  the 
materials  on  hand.  Is  it  your  contention 

The  Court:     Ask  him  what  his  contention  is. 

Q.  (Mr.  Bischoff)  :  What  is  the  significance  of 
that  accounting  method? 

A.  It  is  my  recollection  that  10  per  cent  re- 
tained in  work  under  [469]  construction  was 
charged  on  the  books  and  credited  to  profit  and 
loss  at  the  end  of  the  year  and  $200,000  was  prop- 
erly accrued  on  the  books. 

Q.  To  that  extent,  it  was  correctly  carried  on 
the  books?  A.    Yes. 

Q.  With  respect  to  the  materials  mentioned  in 
the  hypothetical  question,  of  which  there  was  $100,- 
000  on  hand  and  only  75  per  cent  was  allowable 

A.  My  contention  is,  sir,  that  $75,000  of  the 
$100,000  in  stock  piles  is  covered  by  income  reported 
under  that  particular  billing  ])ut  that  25  per  cent, 
which  was  not  covered,  has  been  left  dangling  in 
the  air.  That  is  my  recollection  as  to  how  the  mat- 
ter happened. 

Q.  Assmning  that  this  $100,000  worth  of  ma- 
terials was  on  hand  and  they  billed  $100,000  but 
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they  paid  $75,000:  What,  according  to  your  exam- 
ination of  the  books,  did  the  taxpayer  do  in  a  situa- 
tion of  that  kind?  Did  the  taxpayer  accrue  the  25 
13er  cent  additional,  or  didn't  he? 

A.     My  recollection  is  that  they  did  not. 

Q.  You  speak  about  recollection.  Have  you  any 
23apers  or  memoranda  that  will  enable  you  to  make 
a  correct  statement,  that  is,  a  definite  statement? 

A.  I  doubt  if  I  have  anything  bearing  on  the  25 
per  cent,  no  sir.  When  I  saw  that  the  accruals  were 
not  correct,  there  was  little  use  of  my  going  further 
in  making  a  detailed  audit  to  secure  such  [470]  de- 
tails. It  was  up  to  me  at  that  time  to  set  up  the 
accounts  in  a  manner  in  which  I  thought  they 
would  report  most  consistently  the  income. 

Q.  Wouldn't  it  be  necessary  to  ascertain  whether 
such  items  of  the  25-per  cent  retained  were  or  were 
not  entered  on  the  books  as  accruals,  in  order  to 
determine  what  was  actually  done? 

A.  I  intended  to  make  no  adjustment  for  that, 
after  having  determined  there  were  no  inventories 
of  stock  piles  taken  between  the  billing  and  the  end 
of  the  year.  Consequently,  there  was  no  point  in 
going  further. 

Q.  Probably  you  did  not  understand  my  ques- 
tion. Would  it  not  be  necessary  to  ascertain,  so  you 
could  tell  the  Court,  whether  such  items  of  the  25- 
per  cent  retained  were  or  were  not  entered  upon  the 
books  as  accruals  in  order  to  determine  what  was 
actually  done? 

The  Court:  In  fairness  to  Mr.  Williams,  Mr. 
Williams  was  not  working  out  a  case  for  the  Court 
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in  which  he  was  interested  in  any  way.  I  don't 
think  you  need  to  question  him  any  further.  He 
said  that  is  merely  his  recollection.  He  is  illus- 
trating that  inventory  item  and  he  didn't  carry  it 
out  any  further.  You  have  offered  evidence  here 
that  the  inventory  item  was  of  little  importance 
in  this  man's  operation. 

Mr.  Bischoff :  Among  the  items  there  were  three 
or  four — three  or  four  or  a  few  anyhow — that  you 
referred  to  I  think  by  way  of  illustration  and, 
among  them,  was  this  Milwaukie  job.  [471] 

You  said  there  was  no  record  of  inventories  in 
connection  with  that.  I  call  your  attention,  Mr. 
Williams,  to  the  estimate  on  this  very  job  by  means 
of  which  this  payment  was  made  which  is  being 
criticized  here.  I  call  your  attention  to  line  16, 

The  Court:     Bring  it  up  to  him. 

Mr.  Bischoff:     reading  ''Value  of  materials 

suitably  stored  at  conclusion  of  this  period,  none.'^ 
There  is  a  blank  space  there.  Of  course,  there  could 
not  be  any  inventory  of  that  kind  maintained  on 
the  job,  when  there  wasn't  any. 

The  Court:     Is  that  the  engineer's  estimate? 

Mr.  Bischoff:     Yes. 

Mr.  Winter:    What  is  the  date  of  that  estimate? 

A.  The  date  of  that  estimate  was  October  28, 
1941,  and  the  net  amount  due  on  work  performed 
was  only  $7,500.  The  net  amount  of  work  performed 
to  date  was  $289,000.  Wait  a  minute.  Is  that  in  dol- 
lars ?  Yes.  $289,066.67,  less  amount  of  previous  esti- 
mate, $281,566.67. 
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Q.  (Mr.  Bischoff) :  The  net  amount  of  work 
l)erformed  to  date,  $7,500,  being  to  October  28,  and 
on  that  estimate  sheet  it  shows  the  work  to  have 
been  100  per  cent  completed. 

Mr.  Winter:     Does  that  answer  your  question? 

Mr.  Bischoff:  Well,  it  does  not  go  to  the  ques- 
tion of  inventory.  What  inventory  should  they  have 
reported  in  that  case,  when  there  wasn't  any?  [472] 

Mr.  Winter:  If  the  building  were  fully  com- 
pleted, there  wouldn't  be  any. 

A.  If  you  will  notice,  there  was  no  labor  in 
that  job.  There  was  only  a  small  amount  of  ma- 
terials which  were  purchased.  It  seems  to  me  that 
$7,500,  whatever  it  was,  payment  was  held  up.  The 
job  had  been  completed  but  apparently  there  was 
some  little  service  to  be  performed  and  that  pay- 
ment was  merely  held  up  pending  performance  of 
that  small  service.  That  small  service  entailed  only 
the  purchase  of  some  $580  worth  of  material. 

Q.  (Mr.  Bischoff)  :  You  regard  that  as  a  tri- 
fling item  in  relation  to  that  total,  don't  you? 

A.     Yes. 

Q.  But  if  the  contracting  officer  or  the  engineer 
refused  to  pay  $7,600  because  he  clauned  that  we 
had  to  do  a  certain  amount  of  work,  that  contract 
is  not  complete? 

A.  I  think  you  have  misstated  it.  I  think  if 
you  will  look  into  this  case  you  will  probably  find 
that  they  have  not  refused  to  pay  it;  they  merely 
held  up  any  acceptance  until  some  small  service 
had  been  completed  in  connection  with  the  play- 
grounds. 
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Q.  If  they  refused  to  approve  the  estimate,  isn't 
that  equivalent  to  a  refusal  to  pay? 

A.  I  am  not  saying  that  they  have  refused  to 
approve  the  estimate. 

Q.  You  don't  know,  but  if  that  be  the  fact, 
would  that  indicate  a  completion  of  the  work  in  that 
year  ? 

A.  N'ot  necessarily.  The  thing  is  too  hypothetical 
to  assume  [473]  that  fact.  Unless  you  have  all  the 
facts,  it  is  impossible  to  state. 

Q.  Mr.  Williams,  the  sum  and  substance  of  this 
matter  we  have  discussed,  the  last  item,  is  that  the 
question  revolves  itself  around  whether  or  not  the 
j^ereentage  of  money  retained  was  accrued  on  the 
books?  Is  that  the  issue  that  you  are  trying  to 
make? 

A.  Depends  on  the  j^ercentage  you  are  talking 
about.  90  per  cent,  with  10  per  cent  retained,  I  will 
assume  it  belongs  on  the  books  properly. 

Q.     And  accrued?  A.     Yes,  sir. 

Q.     And  taken  into  income?  A.     Yes. 

Q.  Now,  the  question  that  we  still  have  unde- 
cided is  whether  the  25  per  cent,  if  there  are  any 
instances  of  that  amount  retained  out  of  materials 
on  hand,  was  or  was  not  accrued.  Is  that  correct? 

A.     That  is  the  question  still  undecided. 

Q.  What,  in  your  judgment,  should  have  been 
done?  Should  it  have  been  accrued  the  same  as  the 
10  per  cent  to  make  a  proper  accounting? 

A.     Yes,  sir. 

Q.     It  should  have  been  accrued? 
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A.  Not  exactly  in  the  same  manner.  The  re- 
maining 25  per  cent  [474]  should  have  ])een  applied 
as  prepaid  expenses. 

Q.  It  would  come  to  the  same  thing,  whether  you 
took  it  off  one  end  or  the  other?  A.     Oh,  yes. 

Q.     It  comes  to  the  same  end  ?  A.     Yes. 

Q.  If  it  should  develop  any  percentage,  whether 
it  be  5  per  cent  or  25  per  cent,  was  retained  from 
any  unused  materials  or  stockpiled  material  for 
which  billing  was  made,  and  those  items  were  ac- 
crued on  the  books,  then  there  would  be  no  criti- 
cism about  this  method  of  bookkeeping"? 

A.  Oh,  no.  You  are  mistaken.  There  would  be 
no  criticism  upon  that  particular  point. 

Q.  That  is  what  I  am  talking  about.  I  didn't 
mean  to  enlarge  it.  A.     Yes. 

Q.     I  mean  on  that  particular  point. 

Mr.  Bischoif :  Your  Honor,  may  we  recess,  be- 
cause I  want  to  get  these  contracts  so  I  can  submit 
to  your  Honor  the  true  situation  here. 

Mr.  Winter:  Can't  we  finish  with  this  witness 
tonight  ? 

Mr,  Bischoff:  I  may  want  to  ask  some  further 
questions. 

Mr.  Winter:     What  about  the  contracts? 

Mr.  Bischoff:  I  would  like  to  ask  your  Honor 
for  an  adjournment  at  this  time,  with  permission 
to  take  the  contracts  from  the  [475]  courtroom. 

The  Court:     All  right. 

Mr.  Winter:  How  are  we  going  to  examine  the 
contracts  if  you  are  going  to  take  them  from  the 
courtroom  ? 
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(Thereupon,  at  5:05  o'clock  p.m.,  an  ad- 
journment was  taken  until  10:00  o'clock  a.m.^ 
Friday,  January  16,  1948.)  [476] 

Court  reconvened  at  10:00  o'clock  a.m.,  Friday, 
January  16,  1948. 

W.  G.  WILLIAMS, 

having  been  previously  duly  sworn,  resimied  the 
stand  and  was  further  examined  and  testified  as 
follows : 

Cross-Examination —  ( Continued) 

Mr.  Bischoff:  May  it  please  the  Court,  after 
last  night's  adjourmnent,  with  permission  of  the 
Court,  I  took  the  contracts  out  with  me  and  I  have 
prepared  a  summary  of  the  contract  provisions 
with  respect  to  the  method  of  payment,  with  ap- 
propriate references  to  the  page  and  paragraph 
numbers  of  the  contracts  in  which  tliey  appear.  I 
have  had  it  typewritten  and  I  would  like  to  submit 
it  to  the  Court  as  a  matter  of  convenience  in  lo- 
cating readily  the  particular  provisions. 

Mr.  Winter:  Does  it  cover  all  the  contracts  that 
were  admitted  in  evidence? 

Mr.  Bischoff:  It  covers  all  the  contracts  re- 
ferred to  in  the  Revenue  Agent's  report. 

Mr.  Winter:  Does  the  exhibit  cover  other  con- 
tracts not  in  the  Revenue  Agent's  report? 

Mr.  Bischoff:  There  is  a  group  of  contracts 
which  I  discover,  in  going  over  them,  which  are  in 
no  way  connected  with  any  of  the  matters  in  con- 
troversy here;  they  just  happen  to  be  in  the  bundle. 
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I  made  no  attempt  to  summarize  those  contracts, 
and  I  am  going  to  ask  permission  to  withdraw  those 
from  the  file  later,  but  I  did  not  attempt  to  sum- 
marize those. 

I  summarized  every  contract  that  appears  in  the 
Revenue  Agent's  report. 

I  may  say  in  explanation  as  to  one  contract,  Con- 
tract No.  207,  the  contract  itself  is  in  the  file  but 
the  specifications  are  not  in  the  file  and  we  have 
not  been  able  to  locate  them.  They  have  been  miss- 
ing for  a  long  time,  before  this  case  arose,  even,  and 
it  is  in  the  specifications  that  the  provision  regard- 
ing payment  is  contained,  but  there  will  be  evidence 
introduced  here  that  the  provision  in  that  specifi- 
cation, being  a  housing  project,  was  the  same  as  in 
208  and  209.  It  was  also  a  housing  project  and  the 
provisions  were  identical,  and  I  have  so  treated 
that  in  this  siunmary. 

Mr.  Winter:     What  was  that  contract? 

Mr.  Bischoff:     207. 

Mr.  Winter :  Mr.  Williams  can  answer  that  ques- 
tion. 

A.     No,  sir,  that  is  the  Milwaukie  Housing. 

Mr.   Winter:     Milwaukie   Housing? 

A.     Yes. 

Mr.  Bischoff:  I  will  say  to  your  Honor  now,  in 
connection  with  the  matter  that  precipitated  this 
question  yesterday  was  the  absence  or  presence  of 
this  10-per  cent  retained-percentage  provision  and 
25-per  cent  retention  for  materials  not  incorporated. 
There  are  two  such  contracts  in  the  group.  The 
rest  of  the  contracts,  [478]  with  some  slight  varia- 


498  J.  W.  Moloney  vs. 

(Testimony  of  W.  G.  Williams.) 
tions,  which  I  think  are  not  important  here,  are 
10-per  cent  retained-percentage  contracts,  using  the 
express  language  materials  incorporated  and  ma- 
terials at  the  site.  That  is  the  language  used  in 
preparing  the  estimates,  materials  delivered  on  the 
site  and  preparatory  work  done  may  be  taken  into 
consideration.  That  is  one  type  of  contract.  In  an- 
other type  of  contract  they  merely  use  the  words 
that  the  billing  shall  be  for  90  per  cent  of  the 
materials  incorporated  and  stored.  Those  are  the 
tw^o  types  of  10-per  cent  retained-percentage  con- 
tracts. 

Mr.  Winter:  Do  you  have  another  copy  of  that 
that  I  might  use?  I  want  the  witness  to  have  a 
copy  of  it. 

Mr.  Bischoff:  The  evidence  will  develop  here 
that  in  both  of  those  contracts — I  refer  to  213  and 
216 — the  entire  amount  was  accrued  on  the  books; 
that  is,  100  per  cent  billing  was  accrued  on  the 
books  and  treated  as  income  in  the  years;  that  is, 
10  per  cent  of  the  value  of  materials  stored  on  tlie 
ground  was  included  in  the  buildings. 

Mr.  Winter:  That  is,  the  material  on  hand  at 
the  time  of  the  engineer's  estimate,  not  at  the  time 
of  the  billing.  That  is  your  contention? 

Mr.  Bischoft":  I  don't  know  as  I  quite  under- 
stand. The  billing  was  made  in  accordance  with  the 
terms  of  the  contract  and  they  made  the  distinction 
between  materials  incorporated  in  the  work  and 
materials  stored  on  the  site.  [479] 

Mr.  Winter:     At  the  time 

Mr.  Bischoff :     At  the  time  of  the  billing. 
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Mr.  Winter:  At  the  time  the  engineer  had  to 
estimate  it.  I  just  want  to  know  whether  you  are 
making  any  distinction,  or  whether  you  are  con- 
tending that  they  made  no  inventory  after  the  en- 
gineer's estimate  at  the  end  of  the  year. 

Mr.  Bischoff:  No,  I  am  not  talking  about  in- 
ventory. I  am  talking 

Mr.  Winter:     Talking  about  materials? 

Mr.  Bischoff:  Whether  the  billing  was  done; 
and  when  they  billed  for  a  given  month  they  in- 
cluded not  only  the  materials  incorporated  but  they 
included  the  materials  that  were  on  the  site  and 
they  accrued  100  per  cent  on  the  books  although 
they  were  entitled  to  receive  only  75  per  cent  at 
that  time  for  the  materials  which  had  not  yet  been 
incorporated.  I  don't  know  how  else  I  can  state  it. 

Mr.  Winter:  Was  that  at  the  time  the  billing 
was  made  that  it  was  computed  or  at  the  time  the 
engineer's  estimate  was  made? 

Mr.  Bischoff:  I  can't  answer  you  on  that.  The 
witness  on  the  stand  will  tell  you  what  was  done. 
I  didn't  do  the  bookkeeping,  so  I  can't  tell  you. 

Q.  Mr.  Williams,  have  3^ou  before  you  a  copy 
of  your  Revenue  Agent's  report?  A.     Yes. 

Q.  Will  you  please  turn  to  Job  No.  213.  That 
is  the  job  started  [480]  in  1943.  That  job  started 
in  1943,  didn't  it?  A.     Yes. 

Q.  There  is  nothing  for  1942  reflected  in  that 
item?  A.     No,  sir. 

Q.  There  was  nothing  thrown  into  1942  from 
that  job,  was  there?  A.     No,  sir. 
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Q.  You  made  the  examination  in  August,  1944; 
am  I  correct  about  that?  A.    Yes,  sir. 

Q.  You  reported  for  the  years  1943  and  1944 
for  that  job,  didn't  you? 

A.  Yes,  I  merely  showed  in  1944  what  was  al- 
locable for  that  year  up  to  that  time. 

Q.  As  a  matter  of  fact,  that  contract  was  not 
completed  in  1944,  was  it? 

A.     I  don't  recall  that,  sir. 

Q.  Will  you  take  the  ledger  which  you  exam- 
ined at  that  time.  That  is  the  ledger  account  you 
examined  except  for  the  fact  that  there  were  sub- 
sequent entries  made  ?  A.     Yes,   sir. 

Q.  That  does  show  there  were  charges  in  that 
account  made  subsequent  to  the  time  of  your  exam- 
ination, doesn't  it?  A.    Yes. 

Q.     In  very  substantial  amoimts?  [481] 

A.     Yes,  sir. 

Q.  Will  you  please  read  off  the  charges  that 
were  made  to  that  account  after  your  examination? 

A.  August  31st,  there  was  a  reduction  of  the 
debits  of  $412.92;  October  31st,  there  was  a  charge 
to  the  account  of  $66.69;  November  17th,  there  was 
a  charge  of  $419.73;  December  30th,  there  was  a 
charge  of  $10,533.37,  and  the  other  debit  is  debiting 
the  profit. 

Q.  Can  you  tell  from  that  account  now,  as  it  is 
set  up,  what  the  net  profit  on  the  job  was? 

A.    Yes,  $17,000.29. 

Q.  There  was  another  profit  in  the  earlier  year, 
was  there? 

A.    At  the  end  of  the  period? 
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Q.     $10,000-odd  at  the  end  of  1943? 

A.     $10,159.76. 

Q.  In  other  words,  the  total  profit  shown  on 
that  account  at  the  conclusion  of  the  job  was  $27,- 
000  and  some  odd,  wasn't  it?  A.     Yes,  sir. 

Q.  Ai  any  rate,  you  reported  a  total  profit  on 
that  job  of  $38,870.27,  didn't  you? 

A.     $38,870.28. 

Q.  In  other  words,  you  reported  in  1944,  as  of 
August,  1944,  a  total  profit  of  $30,870.28,  when,  at 
the  conclusion  of  the  contract,  the  total  profit  was 
$27,000-odd? 

A.     At  the  conclusion  of  the  contract,  yes.  [482] 

Q.  And  you  broke  down  your  profit  from  that 
contract,  $38,870,  and  you  allocated  $35,000  of  that, 
$35,448.48  of  that,  to  the  year  1943? 

A.     Yes,  sir. 

Q.  So  you  reflected  a  profit  in  1943  of  almost 
$35,500  when  your  total  profit  on  the  whole  job 
was  only  $27,000?  A.     Yes,  sir. 

Q.  In  addition  to  that  you  added  an  additional 
profit  in  1944  of  $3,421.79? 

Mr.  Winter:     Is  that  additional? 

Mr.  Bischoff:     Yes. 

A.  Well,  in  order  to  complete  the  total  profit 
computed  of  $38,870.27. 

Q.  As  a  matter  of  fact,  at  the  time  you  made 
the  examination,  you  could  not  determine  what  the 
profit  on  that  job  would  be  upon  completion,  could 
you?  A.     Not  necessarily,  no,  sir. 
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Q.  This  figure  of  $38,870,  which  you  entered  as 
tlie  total,  does  not  purport  to  represent  the  total 
profit  on  the  contract,  does  it? 

A.     Not  exactly,  no,  sir. 

Q.  It  only  purports  to  represent  your  estimate 
of  the  profit  as  of  August,  1944? 

A.  That  is  right,  sir.  There  were  no  further 
credits  to  income;  there  were  no  further  charges  to 
labor;  therefore,  the  $10,533.35,  [483]  which  makes 
up  the  debit,  must  have  been  completely  materials. 

Now,  before  we  proceed  from  there,  Mr.  Bischoff, 
it  seems  to  me  we  should  determine  what  Journal 
Entry  305  states. 

Mr.  Winter:  Do  you  want  to  see  Journal  En- 
try 305  ? 

Mr.  Bischoff:     Just  a  minute. 

Mr.  Winter:  I  think  that  the  witness  wants  to 
offer  an  explanation  of  his  answer  by  the  journal 
entry. 

The  Court:     You  people  stop  jangling. 

Mr.  Winter:     Yes,  your  Honor. 

The  Court:  I  want  to  wind  this  up  this  morn- 
ing. I  want  it  conducted  on  a  more  orderly  basis. 

Q.  (Mr.  Bischoft*)  :  Mr.  Williams,  my  question 
was  directed  to  you  as  to  the  situation  as  of  Au- 
gust, 1944.  That  is  what  this  is  presumed  to  be,  is 
that  right?  A.     Yes. 

Q.  I  call  your  attention  to  a  figure  of  $1,100 
for  the  year  1944  under  the  label  or  heading  ''Esti- 
mated Additional  Equipment  Rental,  $1,100."  You 
inserted  that  figure,  didn't  you?  A.     Yes,  sir. 

Q.  You  did  not  find  any  figures  like  that  on 
the  books,  did  you? 
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A.     No,  sir,  that  is  estimated. 

Q.  That  is  an  estimate  you  made  of  your  own 
for  additional  equipment  rental  ?  A.     Yes,  sir. 

Q.  To  apply  the  formula  to  this  contract  that 
you  applied  in  the  [484]  preceding  contract,  Mr. 
Williams,  wouldn't  you  have  to  wait  until  1945  oi*, 
at  any  rate,  until  the  end  of  the  year  1944  and 
make  your  computations  then? 

A.  In  the  present  light,  yes.  At  that  time  I  had 
no  other  recourse. 

The  Court:  While  it  is  fresh  in  Mr.  Williams' 
mind,  let  him  see  the  journal   entry,  305. 

Q.  (Mr.  Bischotf )  :  If  there  are  any  books  you 
want  to  refer  to,  to  make  any  explanation,  just  go 
ahead.  A.     May  I  read  this,  your  Honor? 

The  Court:     Anything  you  want. 

A.  This  is  the  journal  entry:  Debit  Job  213, 
$10,533.37;  Debit  217,  $1,428.26;  Job  221,  Kaiser 
Warehouse,  $714.13;  and  Credit  Office  Salaries, 
$17,500. 

The  Court:  Do  you  want  to  make  any  comment 
on  that? 

A.  Well,  at  the  time  I  was  examining  that  con- 
tract, there  were  no  further  charges  to  labor,  and 
this  entry  shows  material  charges  subsequent  to 
that  time.  There  were  no  further  credits  to  income. 
I  had  no  idea  or  way  of  anticipating  that  they 
would  take  office  salaries  to  the  tune  of  $10,000  and 
charge  to  this  account. 

Mr.  Winter:     In  this  particular  year,  1944? 

A.     In  this  particular  year,  1944. 
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Q.  (Mr.  Bischoff)  :  You  say  that  they  had  no 
right  to  allocate  to  their  jobs  the  overhead  involved 
in  office  salaries?  [485] 

A.     Mr.  Bischo:ff,  I  am  trying  to  explain. 

Q.  All  you  mean  is  that  at  the  time  you  made 
the  examination 

The  Court:  He  didn't  say  that  they  had  no 
right.  He  said  he  had  no  idea. 

Mr.  Bischoff:     I  see. 

Q.  But  at  any  rate  you  do  not  question  the  pro- 
priety of  entering  or  allocating  a  part  of  the  office 
salaries  to  that  job  at  the  end  of  the  year  or  during 
the  year,  do  you? 

A.     I  am  making  no  question  now,  no,  sir. 

Q.  You  know,  too,  don't  you,  that  allocation 
was  made  was  in  part  the  Mason  and  Petersen 
earnings  on  those  jobs?  A.     Yes,  sir. 

The  Court:  Are  you  talking  about  the  plural, 
''jobs"? 

Mr.  Bischoff:     That  job. 

The  Court:     What  job  was  that? 

Mr.  Bischoff:  213  is  the  particular  one  I  was 
questioning  him  about. 

The  Court :     What  is  the  name  of  it  ? 

Mr.  Bischoff:  That  was  the  Columbia  Steel 
Casting  Plant,  213,  but  in  the  journal  entry  there 
were  several  others  of  the  same  type  and  he  read 
off  the  titles. 

The  Court:     How  big  a  job  was  it? 

Mr.  Bischoff :     $410,000;  that  is,  up  to  that  point. 

The  Court:     Well,  about  $400,000? 
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Mr.  Bischoff:     Yes.  [486] 

Q.  Some  time  during  the  year,  at  any  rate  be- 
fore the  end  of  the  year,  they  had  to  allocate  and 
enter  on  the  books  the  proportionate  share  of  that 
kind  of  work  in  order  to  reflect  the  true  income 
from  that  contract? 

A.  Mr.  Mason  and  Mr.  Petersen  were  paid  by 
an  allocation  of  a  certain  percentage  of  profits.  It 
was  not  necessary  to  allocate  those  profits  to  any 
particular  contract,  but  to  charge  them  to  profit 
and  loss,  as  far  as  Mr.  Hammond  was  concerned. 
Therefore,  there  may  be  a  question  as  to  the  pro- 
priety of  entering  an  allocation  of  profit  on  any 
particular  contract,  instead  of  to  all  contracts. 

Q.  Mr.  Williams,  it  might  not  be  material  so 
far  as  the  net  amount  of  earnings  from  the  whole 
operation  is  concerned,  but  so  far  as  Mason  and 
Petersen  are  concerned,  it  would  be  necessary  to 
have  that  allocation  to  determine  the  profit  from  a 
particular  contract,  would  it  not? 

A.  It  would,  if,  in  their  participation,  the  agree- 
ment read  that  they  were  to  be  paid  a  certain  pro- 
IDortion  of  profits  resulting  only  from  the  contracts 
on  which  they  worked. 

Q.  Whatever  proportion  would  come  from  the 
source  of  the  work  is  a  proper  item,  however,  to 
be  charged  against  the  profit  on  that  particular  job? 

A.     Not  necessarily. 

Q.     To  determine  the  profit  from  that  contract? 

A.  Not  necessarily.  If  they  were  to  be  allocated 
profits    from    [487]    Mr.    Hammond's    contractual 
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business,  then  their  allocation  of  profits  is  a  charge 
to  profit  and  loss  and  not  to  any  particular  con- 
tract. 

The  Court:  What  was  the  total  work  Mr.  Ham- 
mond did  as  covered  by  these  contracts'? 

Mr.  Winter:     In  any  year? 

The  Court:  I  don't  want  in  any  year,  but  how 
many  million  dollars  altogether? 

Mr.  Bischoff:     Several  million  dollars. 

The  Court:  Somebody  guess.  Who  knows  what 
he  did? 

Mr.  Bischoff:  Fifteen  to  eighteen  million  dol- 
lars of  contracts,  your  Honor,  is  the  estimate  made 
by  Mr.  Hammond. 

Q.  Mr.  Williams,  in  light  of  the  fact  that  the 
account  of  this  Job  213  shows  that  the  profit  on 
that  job,  when  completed,  was  $27,000-odd,  isn't  it 
fair  to  say  that  your  allocation  of  $35,444  profit  in 
the  year  1943  is  a  distortion,  to  use  the  term  em- 
ployed by  Mr.  Winter? 

A.  It  would  be  a  distortion,  if  that  were  a 
proper  charge  of  $10,000,  participation  of  profits  in 
their  contractual  business. 

Q.  As  a  matter  of  fact,  by  the  formula  you  ap- 
plied to  this  particular  contract,  you  would  produce 
about  the  same  kind  of  a  result  that  you  criticized 
in  the  earlier  contract,  when  you  compared  the 
profit  as  we  reported  it  to  the  income  in  those  years  ? 

A.     I  do  not  admit  that,  no,  sir.  [488] 

Q.     You  would  not  admit  that? 

A.     Not  in  view  of  the  nature  of  this  debit. 
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Q.  Will  you  turn  to  Contract  214,  Oregon  Wood- 
working ?  A.     Yes. 

Q.     Is  it  open  before  you  now?  A.    Yes. 

Q.  You  did  not  raise  any  question  about  that 
one,  did  you?  A.     No,  sir. 

Q.  The  only  profit  involved  in  that  whole  busi- 
ness was  $286.0e5?  A.     Yes. 

Q.  Taking  Contracts  215,  216,  217  and  220,  was 
not  the  same  situation  true  in  each  of  those  four 
cases  and  in  213 — that  is,  when  you  made  the  exam- 
ination, those  contracts  had  not  been  completed  and 
other  items  were  accrued  later. 

I  want  to  avoid  going  over  the  figures  on  each  one 
separately,  and  I  would  like  you  to  examine  those 
to  see  if  you  can  state  if  the  same  general  situation 
did  not  exist  with  respect  to  those  subsequent  con- 
tracts ? 

A.  In  Job  215  that  is  true,  only  to  the  amount 
of  $414.17  charged  August  31st. 

Q.  Will  3^ou  state  what  the  profit  is  upon  com- 
pletion ? 

A.     $8,984.81,  on  December  30,  1944. 

Q.  As  against  $5,769.33  which  you  reported  as 
of  the  time  of  your  examination? 

Mr.  Winter:  Do  you  want  a  piece  of  paper, 
Mr.  Williams?  [489]  A.     If  you  please. 

Mr.  Bischoff:  Mr.  Williams,  maybe  I  can  sim- 
plify my  question  so  it  won't  require  so  much  com- 
putation. As  of  the  period  of  time  when  you  made 
the  examination,  you  just  reported  a  profit  of 
$5,769.33,  isn't  that  correct?  A.     Yes,  sir. 
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Q.  And  the  final  profit  on  that  contract,  as  of 
the  end  of  that  year,  was  eight  thousand  and  what? 
Will  you  read  that  figure  off?  A.     $8,984.81. 

Q.  Would  you  examine  the  next  one.  No.  216, 
and  see  if  the  same  general  situation  did  not  exist? 

A.     Yes,  sir. 

Q.  That  is,  your  examination  was  made  before 
the  completion  of  the  contract?  A.     Yes,  sir. 

Q.  You  reported  on  No.  216  a  profit  of  $1,122.81, 
didn't  you,  as  of  the  time  you  made  the  examina- 
tion ?  A.     Yes. 

Q.  What  do  the  books  report  as  the  ultimate 
profit? 

A.  December  31,  1944,  the  total  profit  was 
$814.86. 

Mr.  Winter:     How  much  is  that? 

A.     $814.86. 

Mr.  Bischoff:  Your  Honor,  if  counsel  on  the 
other  side  would  consent,  we  would  like  to  excuse 
Mr.  Hammond  from  further  [490]  attendance  here. 
He  is  obliged  to  attend  a  very  important  Directors' 
meeting,  set  for  11:00  o'clock  and,  if  he  is  not  going 
to  be  wanted,  we  would  like  permission  to  excuse 
him. 

Mr.  Winter:  I  don't  know  of  anything  I  want 
him  for. 

Mr.  Bischoff:    May  he  be  excused? 

The  Court:     Yes. 

Q.  (Mr.  Bischoff ) :  If  you  will  turn  to  Con- 
tract No.  217,  that  was  uncompleted  when  you  made 
the  examination  in  August,  1944,  wasn't  it? 

A.     Yes,  sir. 
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Q.  You  reported  for  that  contract,  as  of  the 
time  of  your  examination,  a  profit  of  $19,192.80,  is 
that  correct?  A.     Yes,  sir. 

Q.  What  was  the  final  profit  reflected  upon  the 
close  of  that  contract?  A.     $13,382.33. 

Q.  Will  you  refer  to  Contract  220?  That  con- 
tract was  not  completed  at  the  time  of  your  exam- 
ination, was  it?  A.     No,  sir. 

Q.  You  reported  a  profit  of  $1,554.56  on  that 
contract,  as  of  the  time  of  this  examination? 

A.     Yes,  sir. 

Q.  And  what  was  the  profit  disclosed  at  the  end 
of  the  operation?  A.    A  loss  of  $1,252.22. 

Q.  Now,  then,  Mr.  Williams,  in  the  light  of 
these  facts,  you  [491]  could  not  and,  of  course,  did 
not,  determine  your  ratio  of  profit  to  be  applied  in 
those  years  based  upon  the  total  completion  of  the 
contracts,  did  you? 

A.  I  based  it  upon  the  total  completion  of  the 
contract  up  to  the  time  I  made  my  examination, 
and  in  each  one  of  those  cases  it  looked  as  if  the 
contract  were  practically  wiped  out. 

Q.  And,  for  the  purpose  of  making  your  com- 
putation, and  arriving  at  a  ratio,  you  adopted  the 
figures  of  income  that  were  recorded  on  the  books 
of  the  company  in  those  years? 

A.  Yes.  There  have  been  some  erasures  in  this 
account.  I  don't  know  what  figures  were  erased. 

Q.  Are  you  suggesting  that  they  have  been 
erased  since  you  made  the  examination? 

A.  I  am  making  no  suggestion,  sir,  but  merely 
making  a  statement. 
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Q.  You  called  attention  to  that.  You  must  have 
had  something  in  mind. 

A.  I  had  in  mind  that  they  did  not  seem  to  be 
the  figures  in  here  that  would  result  in  the  profit 
which  I  showed  in  my  report.  There  were  no  en- 
tries in  the  books  after  July  31st,  1944,  except  De- 
cember 30th,  entry  of  a  loss  of  $1,252.22.  If  your 
Honor  will  permit,  I  will  take  my  working  papei's 
and  see  what  analysis  I  have  of  this. 

Mr.  Bischoff:     Please  do  that. 

Mr.  Winter:  Do  you  want  to  come  down  here 
to  get  them? 

A.  Your  Honor,  may  I  go  over  to  the  bench  for 
a  few  moments?  [492] 

The  Court:     Yes. 

Mr.  Winter:  May  I  be  excused  for  about  three 
minutes,  your  Honor,  to  make  an  important  tele- 
phone call? 

The    Court:     Yes.    We   will   have   to   wait,   Mr. 
Williams,  until  Mr.  Winter  returns. 
(Short  intermission.) 

The  Court:     Are  you  ready  to  proceed? 

Mr.  Winter:     Yes,  thank  you,  your  Honor. 

The  Court:  Mr.  Williams,  are  you  ready  to  pro- 
ceed? 

A.  Yes.  The  figures  which  I  copied  from  the 
books  on  Contract  220  show  a  total  income  of  $14,- 
842.  The  books  show  $14,842,  the  same  figure. 

The  amount  of  labor  which  I  copied  from  the 
general  ledger  as  having  been  expended  on  this  con- 
tract was  $3,544.31.  The  same  figure  is  shown  in  the 
ledger. 


Ross  B.  Hammond  511 

(Testimony  of  W.  G.  Williams.) 

In  this  ledger  there  are  three  colimnns.  The  ledger 
account  for  materials  amounts  to  $9,005.65.  The  fig- 
ure which  I  copied  from  the  ledger  at  the  time  I 
made  my  examination  for  materials  was  $9,743.13, 
a  total  cost  of  $13,287.44  to  be  deducted  from  $14,- 
842,  or  a  net  profit  of  $1,554.56. 

The  only  entries  made  in  this  ledger  since  I 
made  my  examination,  or  the  only  entry,  is  a  debit 
in  the  amount  of  $1,252.22. 

I  can't  understand  the  discrepancy,  your  Honor. 
There  have  been  a  number  of  charges  in  this  ac- 
count. When  they  were  [493]  made  I  don't  know, 
but  I  do  know  it  would  be  inconceivable  I  would 
copy  figures  from  this  account  with  those  dis- 
crepancies. There  is  no  chance  there  for  transposi- 
tion. 

Q.  (Mr.  Bischoff)  :  Are  there  any  figures  in 
that  book,  up  to  the  time  you  examined  the  books, 
that  are  different  now  from  what  they  were  when 
you  examined  them?  That  is  what  I  would  like  to 
know.  You  threw  in  a  statement  about  erasures, 
and  I  think  we  ought  to  clarify  that. 

A.  I  have  not  examined  the  books — this  is  the 
first  instance  that  was  noticeable  brought  to  my  at- 
tention. 

Q.  You  had  your  working  papers  and  you  took 
oft'  these  entries.  Aren't  you  able  to  tell  us  now  if 
there  has  been  any  change  in  the  figures  here? 

A.  It  would  take  about  two  hours'  work  to  sit 
down  and  attempt  to  reconcile  my  figures  with  the 
figures  in  the  book.  That  is  not  a  simple  question  of 
law.  It  is  a  question  of  accounting. 
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Q.  Mr.  Williams,  do  you  want  that  ledger  any 
further  ? 

A.  If  I  am  to  go  through  some  of  these  other 
accounts,  I  do. 

Q.     I  am  about  to  inquire  about  another  matter. 

A.  Very  well,  if  you  are  through  with  this.  It 
is  not  too  big  a  material  difference,  as  far  as  I  am 
concerned,  in  the  final  result. 

Q.  Of  course,  it  is  fair  to  state,  whatever  that 
erasure  was,  it  was  not  with  any  intent 

A.     I  am  not  assmiiing  that.  [494] 

Q.     to  deceive  anybody? 

A.     I  am  not  assuming  that  to  be  the  case. 

Q.  With  respect  to  the  other  contracts,  those 
contracts  in  which  provision  was  made  for  the  re- 
tention of  10  per  cent  of  materials  that  had  been 
incorporated  into  the  work  and  the  retention  of  25 
per  cent  of  materials  that  were  on  hand  and  not 
incorporated,  ha^dng  in  mind  that  tyi^e  of  contract, 
Mr.  Williams — there  appear  to  be  two  contracts  of 
that  type  among  those  that  are  listed  in  your  report, 
to-wit,  Contract  213  and  Contract  216. 

Did  I  understand  you  to  say  that  the  10-per  cent 
retained  percentages  had  been  accrued  on  the  books  ? 

A.     Yes,  sir. 

Q.  At  the  conclusion  of  yesterday's  examina- 
tion, you  did  not  know  whether  the  25-per  cent 
retention  of  materials  not  incorporated  had  been 
accrued  on  the  books,  is  that  correct?  I  mean,  last 
night  when  we  were  questionmg  you  about  it,  you 
didn't  know  whether  it  had  or  not. 
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A.  It  was  my  recollection  that  they  had  not,  but 
I  was  not  decided. 

Q.  Will  you  please  turn  to  the  ledger  and  jour- 
nal and  see  now  whether  you  can  tell  the  Court 
whether  this  25  per  cent  for  materials  had  been  ac- 
crued on  those  two  contracts. 

Now,  Mr.  Williams,  I  may  say  that  we  have 
available  the  pages  which  may  facilitate  the  exam- 
ination. With  the  permission  of  the  Court,  I  will 
have  Miss  Novak  give  you  the  pages  [495]  so  it  will 
facilitate  looking  at  the  accounts. 

You  have  now  examined  the  records  for  the  pur- 
pose of  ascertaining  w^hether  the  25-per  cent  reten- 
tion on  materials  which  were  not  incorporated  had 
been  accrued  on  the  books,  have  you? 

A.     In  those  two  contracts  that  I  examined. 

Q.     With  respect  to  No.  213  and  No.  216? 

A.    213  and  216. 

Q.  Will  you  tell  the  Court  whether  you  found 
whether  or  not  those  25-per  cent  retentions  were 
accrued  on  the  books*? 

A.  I  found  the  25-per  cent  retention  to  have 
been  properly  accrued  on  the  books. 

Mr.  Bischoff:     That  is  all. 

Redirect  Examination 
By  Mr.  Winter: 

Q.  Just  one  or  two  questions.  I  think  you  stated 
on  direct  examination  that  you  had  been  a  Revenue 
Agent  for  twenty  years,  approximately? 

A.     Since  1922. 
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Q.  And  I  think  you  told  me  this  is  the  first  time 
you  have  been  called  as  a  witness  in  any  case  which 
you  have  investigated,  is  that  right? 

A.    Yes,  sir. 

Q.  Now,  Mr.  Williams,  Mr.  Bischoff  went  into 
Contracts  215,  216,  217  and  220  at  great  length. 
Calling  your  attention  to  Contract  [496]  215,  in 
your  allocation  you  understated  the  profit  in  that 
contract  to  the  extent  of  about  $3,000,  did  you  not? 

A.     Yes,  sir. 

Q.  In  other  words,  $3,000  more  profit  than  you 
included  in  your  return  or  report? 

A.    Yes,  sir. 

Q.  The  next  one,  $3,000  difference  in  the  Gov- 
ernment's favor;  the  first  one,  in  the  taxpayer's 
favor  ? 

A.  The  first  contract,  215,  was  in  the  taxpayer's 
favor,  and  216,  as  I  recall,  there  it  was  in  the  Gov- 
ernment's favor  about  $2,000. 

Q.  Under  the  Forgiveness  Tax  Act,  which  re- 
turn became  the  1943  return? 

A.  As  I  recall,  the  1942  return  was  the  major 
return. 

Q.     That  became  the  return  for  1943? 

A.     Yes. 

Q.  With  respect  to  the  1944  return,  no  attempt 
was  made  by  you  to  audit  that  return  in  this  report  ? 

A.    No. 

Q.  Will  you  state  what  status  that  return  is  in 
now,  at  the  present  time? 

A.     That  I  don't  know.  I  haven't  the  1944  return. 

Q.    You  have  not  examined  it? 
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A.     It  has  not  been  assigned  to  me. 

Mr.  Winter:  I  think  that  is  conceded  by  coun- 
sel. The  1944  [497]  return  has  not  been  closed. 

Mr.  Bischoff:     Yes. 

Q.  (Mr.  Winter) :  In  other  words,  if  there 
were  additional  allocations  in  1944,  the  1944  return 
will  properly  reflect  them,  if  kept  on  a  proper 
basis  ?  A.    Yes. 

Q.     And  this  won^t  have  any  effect  on  it,  will  it? 

A.  I  would  have  to  add  up  the  increases  and 
decreases.  Such  adjustment,  if  made  at  the  end  of 
1944,  would  affect  1943. 

Q.  They  could  be  made  deductions  in  1944.  That 
would  work  those  out? 

A.     That  would  work  those  out,  yes. 

Mr.  AVinter:     That  is  all. 

Recross-Examination 
By  Mr.  Bischoff : 

Q.  With  respect  to  these  contracts,  No.  213 
down  to  No.  220,  I  did  not  quite  understand.  You 
say  that  your  determination,  which  you  made  in 
your  report  for  the  year  1943,  doesn't  affect  the 
determination  of  the  deficiency  that  was  arrived  at 
here. 

A.  I  don't  quite  understand  it  myself.  You  mean 
my  determination  of  the  deficiency  will  not  be  af- 
fected by  such  changes  as  you  noted? 

Q.    Is  that  your  testimony? 

A.  No,  sir,  according  to  my  computation  of  the 
allocation  of  profits,  it  would  affect  1943  to  a  cer- 
tain extent.  [498] 
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Q.  That  is  the  reason  you  examined  both  1943 
and  1944,  to  determine  what  you  are  going  to  throw 
into  1943  or  take  out  of  1943  for  the  purpose  of 
getting  your  comparison  between  1942  and  1943 
to  make  applicable  the  75-per  cent  reduction  in 
tax.  You  had  to  do  that,  didn't  you? 

A.  Yes;  that  would  change  the  percentage  in  a 
certain  amount.  It  would  not  be  too  material,  how- 
ever. 

Mr.  Bischoff:     That  is  all. 

Mr.  Winter :     That  is  all. 

(Witness  excused.) 

Mr.  Winter:  With  the  understanding  that  all 
the  Government's  exhibits  that  have  been  marked 
for  identification  are  received  in  evidence,  the  Gov- 
ernment rests. 

(Defendant  rests.) 

Mr.  Bischoff:     The  plaintiff  rests. 

(Testimony  closed.) 

The  Court:  You  will  want  to  brief  this  case 
and  I  will  want  it  briefed  substantially. 

Mr.  Bischoff:     I  beg  your  pardon? 

The  Court :  Particularly  with  a  statement  being 
the  equivalent  of  a  pre-trial  order,  showing  what 
each  party  deems  to  be  the  issue.  [499] 
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Mr.  Winter:  Does  your  Honor  request  a  tran- 
script ? 

The  Court:     No. 

Mr.  Winter:  I  was  going  to  inquire  from  the 
Reporter  whether  we  could  get  a  transcript,  heav- 
ing out  Mr.  Bischoff's  speeches  and  possibly  any 
speeches  I  have  made. 

The  Court:     Take  it  up  with  the  Reporter. 

Mr.  Bischoft":  And  may  I  inquire  as  to  the  time 
for  briefs? 

The  Court:     Thirty,  thirty  and  twenty.  [500] 

REPORTER'S  CERTIFICATE 

I,  Ira  G.  Holcomb,  a  Court  Reporter  of  the  a})ove- 
entitled  Court,  duly  appointed  and  qualified,  do 
hereby  certify  that  on  the  12th,  13th,  14th,  15th  and 
16th  days  of  January,  A.D.  1948,  I  reported  in 
shorthand  certain  proceedings  had  upon  the  pre- 
trial and  trial  of  the  above-entitled  cause,  that  I 
subsequently  caused  my  said  shorthand  notes  to 
be  reduced  to  typewriting,  and  that  the  foregoing 
transcript,  pages  numbered  1  to  500,  both  inclu- 
sive, constitutes  a  full,  true  and  accurate  transcript 
of  said  proceedings,  so  taken  by  me  in  shorthand 
on  said  dates  as  aforesaid,  and  of  the  whole  thereof. 

Dated  this  25th  day  of  February,  A.D.  1948. 

/s/  IRA  a.  HOLCOMB, 
Court  Reporter. 

[Endorsed] :  Filed  Mar.  6,  1948.  [501] 
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PLAINTIFF'S  EXHIBIT  No.  1 

Treasury  Department 
Washington 
IT:E:6 
LBV  July  7,  1938 

Mr.  Ross  B.  Hammond, 
1214  Spalding  Building, 
Portland,  Oregon. 

Sir: 

Reference  is  made  to  your  letter  dated  May  9, 
1938,  submitting  additional  information  in  connec- 
tion with  your  request  for  permission  to  change 
your  method  of  reporting  income  from  the  cash  to 
the  accrual  basis  begimiing  with  the  taxable  year 
ending  December  31,  1938. 

It  is  stated  that  at  December  31,  1937,  you  had 
no  accrual  of  income  not  received,  no  income  re- 
ceived in  advance  of  when  earned,  no  expenses  ac- 
rued  ])ut  not  paid,  and  no  expenses  prepaid. 

It  appears  from  the  information  submitted  that 
there  will  be  no  duplicated  or  omitted  items  of  in- 
come or  deduction. 

Predicated  on  the  foregoing,  permission  is  hereby 
granted  you  to  change  your  method  of  reporting  in- 
come from  the  cash  to  the  accrual  basis,  begimiing 
with  the  taxable  year  ending  December  31,  1938. 

A  copy  of  this  letter  should  be  attached  to  your 
return  for  the  taxable  year  ending  December  31, 
1938,  as  evidence  of  the  authority  given  you  to  re- 
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port  your  net  income  on  the  accrual  basis  for  Fed- 
eral income  tax  purposes. 

Respectfully, 

MILTON  E.  CARTER, 

Acting  Commissioner. 

[Endorsed] :     Filed  Oct.  25,  1948. 


PLAINTIFF'S  EXHIBIT  No.  3 

AGREEMENT  AND  ARTICLES  OF 
PARTNERSHIP 

The  following  Agreement  and  Articles  entered 
into  on  this  3rd  day  of  February,  1942,  by  and  be- 
tween Ross  B.  Hammond  and  William  A.  Ham- 
mond, ])oth  of  Portland,  Multnomah  County, 
Oregon ; 

Witnesseth : 

That,  Whereas,  Ross  B.  Hammond  has  hereto- 
fore been  conducting  a  general  contracting  busi- 
ness under  the  name  and  style  of  ''Ross  B.  Ham- 
mond Co.";  and 

Whereas,  William  A.  Hammond  has  directed  his 
studies  and  education  to  the  end  that  he  might  be- 
come associated  with  said  company  as  a  member  of 
said  firm;  and 

Whereas,  some  years  ago  the  said  William  A. 
Hammond  completed  his  education  and  qualified 
himself  as  an  expert  construction  engineer,  and 
has  for  some  time  been  in  the  employ  of  the  said 
Ross  B.  Hammond  Co.  in  that  capacity;  and 
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Whereas,  after  serving  a  short  time  in  the  Armed 
Forces  of  the  United  States,  the  said  William  A. 
Hammond  has  now  been  rejected  for  said  service, 
and 

Whereas,  the  said  Ross  B.  Hammond  Co.  is  bid- 
ding upon  many  building  projects  and  said  com- 
pany proposes  to  engage  in  extensive  construction 
contracts  in  furtherance  of  the  defense  program 
of  the  United  States  of  America;  and 

Whereas,  the  said  Ross  B.  Hammond  desires  to 
be  relieved  of  some  of  the  duties  and  responsibili- 
ties of  the  management  of  said  business,  and  de- 
sires to  further  develo^D  the  knowledge  and  experi- 
ence of  the  said  William  A.  Hammond  in  the  con- 
struction field;   and 

Whereas,  the  said  Ross  B.  Hammond  has  this 
day  sold  to  the  said  William  A.  Hammond  a  one- 
fourth  interest  in  the  assets  and  Imsiness  of  the 
said  Ross  B.  Hammond  Co., 

Now,  Therefore,  It  Is  Mutually  Understood  and 
Agreed  By  and  between  the  parties  hereto  that 
they  do  hereby  form  a  partnership  and  that  the 
following    agreements    shall    constitute    their 

ARTICLES  OF  PARTNERSHIP 

I. 

Said  parties  above  named  agree  to  carry  on 
business  under  the  name  and  style  of  Ross  B.  Ham- 
mond Co. 

11. 

The  partnership  to  which  this  agreement  applies 
began  on  this  the  3rd  day  of  February,  1942,  and 
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shall  continue  for  the  duration  of  the  joint  lives 
of  the  parties  hereto,  unless  dissolved  by  action 
of  the  parties  or  otherwise. 

III. 

The  enterprises,  businesses,  pursuits,  and  occupa- 
tions in  which  the  partnership  proposes  to  en- 
gage are  as  follows: 

To  carry  on  within  the  State  of  Oregon  and  else- 
where a  general  contracting  and  engineering  busi- 
ness for  the  construction,  building,  erection,  repair- 
ing, razing,  remodeling,  enlarging,  removing  and 
leasing  of  buildings  and  structures,  and  otherwise 
engaging  in  any  work  upon  buildings,  roads,  high- 
ways, manufacturing  plants,  bridges,  piers,  docks, 
mines,  shafts,  water  works,  railroads,  railway  struc- 
tures and  on  iron,  steel,  wood,  concrete,  masonry 
and  earth  construction,  and  to  extend  and  receive 
any  contracts  or  assignments  of  contracts  therefor, 
relating  thereto  or  connected  therevdth  and  to  man- 
ufacture and  furnish  the  building  materials  and 
supplies  connected  therewith. 

To  purchase  or  otherwise  acquire,  own,  mort- 
gage, pledge,  sell,  assign  and  transfer  or  dispose 
of,  to  invest,  trade,  deal  in  and  deal  with  goods, 
wares  and  merchandise  and  real  and  personal  prop- 
erty of  every  class  and  description. 

In  general,  to  carry  on  any  other  business  in 
coimection  with  the  foregoing  that  it  may  find  it 
convenient,  expedient  or  necessary  in  order  to  fully 
accomplish  said  objects  and  purposes,  and  to  do 
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any  and  all  of  the  things  hereinabove  set  forth  to 
the  same  extent  as  natural  persons  might  or  could 
do. 

IV. 

The  principal  office  and  place  of  business  of  the 
partnership  shall  be  in  the  City  of  Portland,  Mult- 
nomah County,  Oregon,  and/or  at  such  other  place 
or  places  as  the  partners  shall  hereafter  determine. 

V. 

The  capital  of  the  said  partnership  shall  con- 
sist of  the  assets  formerly  oAvned  by  Ross  B.  Ham- 
mond Co.,  together  with  such  contributions  to  the 
capital  as  may  hereafter  be  made  to  the  partner- 
ship by  the  partners  and  all  the  income  and  prof- 
its arising  from  the  employment  of  said  assets  in 
the  business  conducted  heremider  and  not  paid  to 
the  partners  in  drawing  or  by  disbursement  of 
profits,  and  the  interests  of  the  respective  part- 
ners hereto  shall  be  as  follows: 

Ross  B.  Hammond 75% 

William  A.   Hammond 25% 

VI. 

The  partnership  hereby  assumes  all  the  lial^ili- 
ties  of  the  said  Ross  B.  Hammond  Co.,  including 
liabilities  incurred  by  the  said  Ross  B.  Hammond 
in  agreements  entered  into  with  Henry  M.  Mason 
and  A.  V.  Petersen,  covering  employment  of  said 
])arties  upon  a  profit  sharing  basis;  and  the  said 
William  A.  Hammond  specifically  agrees  that  his 
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share  in  the  profits  and  the  losses  of  the  company 
shall  be  computed  subject  to  the  payments  which 
shall  accrue  to  the  said  Henry  M.  Mason  and  A.  V. 
Petersen  under  the  terms  of  said  agreements. 

It  is  further  agreed  by  and  l^etween  the  parties 
hereto  that  the  drawings  of  the  partners  from  the 
business  of  the  company  will  be  limited  as  follows: 

Ross  B.  Hammond $22,500  per  annum 

William  A.  Hammond..     7,500  per  annum 

and  it  is  mutually  understood  and  agreed  that  any 
earnings  in  any  year  in  excess  of  said  amounts  to- 
taling $30,000.00  per  year  shall  be  permitted  to  re- 
main in  and  as  a  part  of  the  funds  of  the  com- 
pany to  be  used  for  working  capital  of  the  said 
Ross  B.  Hammond  Co.,  and  it  is  further  agreed 
that  the  funds  so  remaining  in  the  business  of  the 
company  shall  not  be  subject  to  the  payment  of 
any  interest. 

VII. 

The  profits  and  losses  of  the  partnership  business 
shall  be  borne  by  the  parties  in  the  proportion  to 
the  interest  designated  in  Paragraph  V.  above. 

VIII. 

Each  of  the  parties  shall  have  an  equal  voice  in 
the  control  of  the  business  and  operation  of  the 
partnership.  It  shall  be  the  duty  of  the  partner- 
ship to  keep  accurate  books  of  account,  which  shall 
be  open  at  all  reasonable  times  to  the  inspection 
and  examination  of  each  of  the  partners. 
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IX. 

Upon  the  dissolution  of  the  partnership  at  or 
prior  to  the  death  of  any  of  the  partners,  the  said 
business  shall  be  wound  up,  debts  of  the  partners  to 
the  partnership,  if  any,  paid,  and  the  surplus  di- 
vided between  the  partners  according  to  their  re- 
spective interests  as  herein  set  forth. 

In  Witness  Whereof,  the  parties  hereto  have 
caused  their  signatures  to  be  affixed  to  these  Ar- 
ticles of  Partnership  on  the  day  and  date  first  above 
written. 

/s/  R.  B.  HAMMOND, 
/s/  W.  A.  HAMMOND. 

State  of  Oregon, 

County  of  Multnomah — ss. 

Be  It  Remembered  that  on  this  3rd  day  of  Feb- 
ruary, 1942,  before  me,  the  undersigned,  a  Notary 
Public  in  and  for  said  Comity  and  State,  person- 
ally appeared  the  within  named  Ross  B.  Hammond 
and  William  A.  Hammond  who  are  known  to  me 
to  be  the  identical  persons  described  in  and  who 
executed  the  within  instrument  and  acknowledged 
to  me  that  they  executed  the  same  freely  and  vol- 
untarily. 

In  Testimony  Whereof,  I  have  hereunto  set  my 
hand  and  notarial  seal  the  day  and  year  last  above 
written. 

[Seal]         /s/  ROSALIE  NOVAK, 

Notary  Public  for  Oregon. 
My  Commission  Expires:  10/21/42. 
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PRE-TRIAL  EXHIBIT  No.  4 

AGREEMENT  OF  EMPLOYMENT 

This  Agreement,  made  and  entered  into  on  this 
3rd  day  of  February,  1942,  by  and  between  Ross  B. 
Hammond,  sole  proprietor,  doing  business  as  Ross 
B.  Hammond  Co.,  hereinafter  called  "First  Party, '^ 
and  Henry  M.  Mason,  hereinafter  called  "Second 
Party" 

Witnesseth : 

Whereas  the  Second  Party  has  been  in  the  em- 
ploy of  the  First  Party  almost  continuously  for  a 
period  of  thirteen  years,  and  the  First  Party  rec- 
ognizing the  value  of  the  services,  ability,  and  trust- 
worthiness of  the  Second  Party,  and  the  First 
Party  wishing  to  permit  the  Second  Party  to  par- 
ticipate in  the  profits  of  the  First  Party's  contract- 
ing business;  and 

Whereas  the  Second  Party  has  been  acting  as 
General  Superintendent  and  General  Manager  of 
the  construction  business  of  the  First  Party,  with 
full  power  of  attorney  to  sign  all  documents,  and 
subject  only  to  direction  of  the  First  Party;  and 

Whereas  the  First  Party  wishing  to  have  the 
Second  Party  assume  a  greater  responsibility  in 
connection  with  the  management  of  the  general 
contracting  activities  of  the  First  Party; 

Now,  Therefore,  the  Parties  hereto,  agree  as 
follows : 

1.  Compensation  of  Second  Party  and  Method 
of  Payment:  The  First  Party  hereby  agrees  that 
he  will  pay  for  the  services  of  the  Second  Party 
by  permitting  him  to  participate  in  the  net  profits 
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of  the  operation  of  the  First  Party's  construction 
business  upon  the  basis  of  twenty  (20)  per  cent  of 
the  profits  earned  each  calendar  year,  after  all  op- 
erating, financing,  administrative,  and  other  like 
expenses  have  been  deducted,  but  before  deduction 
of  State  and  Federal  Income  Taxes. 

It  is  specifically  understood  and  recognized  be- 
tween the  parties  that  the  operations  of  this  busi- 
ness require  the  use  of  large  sums  of  money  to  be 
available  for  financing  the  operation  of  the  con- 
struction and  contracting  business,  and,  therefore, 
to  insure  the  continued  success  of  the  business  and 
to  provide  ample  working  capital,  it  is  hereby 
agreed  that  the  earnings  of  the  Second  Party  shall 
be  paid  to  him  on  a  basis  of  a  drawing  account 
of  Five  Hundred  Dollars  ($500.00)  per  month,  Init 
the  Second  Party  will  not  be  permitted  to  with- 
draw in  excess  of  Ten  Thousand  Dollars  ($10,- 
000.00)  per  year.  Any  funds  amounting  to  more 
than  $10,000.00  per  year  shall  be  permitted  to  re- 
main in  the  company,  to  be  used  for  working  cap- 
ital for  use  in  the  contracting  and  constructing 
business  of  the  First  Party.  These  funds  in  ex- 
cess of  $10,000.00  that  shall  be  permitted  to  remain 
under  the  control  of  the  First  Party  for  financ- 
ing and  working  capital  of  the  construction  busi- 
ness of  the  First  Party  shall  bear  no  interest. 

2.  Cancellation:  This  agreement  may  be  can- 
celled by  either  party  giving  the  other  party  90 
days'  written  notice,  and/or  the  same  may  be 
changed  or  modified  at  any  time  by  mutual  con- 
sent of  the  parties  hereto.   It  is  further  understood 


Ross  B.  Hammond  527 

and  agreed  that  said  contract  will  be  automatically 
cancelled  if  the  said  Second  Party  should  leave 
the  employ  of  the  First  Party  of  his  own  accord. 

The  Second  Party  further  expressly  agrees  that 
should  he  sever  his  connection  with  First  Party 
and  desire  to  withdraw  the  earnings  accumulated 
to  his  account,  he  will  give  one  year's  written  no- 
tice thereof  to  the  First  Party,  and  the  First  Party 
will  not  be  obligated  to  pay  such  funds  to  the  Sec- 
ond Party  until  one  year  after  receipt  of  said 
written  notice  from  the  Second  Party. 

Should  Second  Party  elect  to  cancel  this  agree- 
ment or  voluntarily  leave  the  service  of  the  First 
Party,  then,  and  in  either  event,  Second  Party 
shall  not  receive  any  percentage  of  any  profit 
earned  by  the  First  Party  upon  any  w^ork  done 
or  any  contracts  entered  into  during  such  calen- 
dar year,  and  the  payment  to  the  said  Second  Party 
of  an  amount  equal  to  $500.00  per  month  for  the 
time  employed  during  such  current  calendar  year 
shall  constitute  full  and  complete  payment  for  all 
services  and/or  use  of  the  funds  of  the  said  Sec- 
ond Party  for  said  current  calendar  year. 

Should  the  First  Party  desire  to  cancel  this 
agreement,  he  shall  notify  the  Second  Party  in 
writing  ninety  (90)  days  prior  to  the  date  of  such 
cancellation  and  the  compensation  due  the  Second 
Party  shall  be  upon  the  basis  of  twenty  (20)  per 
cent  of  the  net  profits,  as  described  in  paragraph  1 
hereof,  as  shown  by  the  books  of  the  First  Party, 
from  January  1st  of  that  year  to  the  date  of  writ- 
ten notice  of  cancellation,  plus  $1,500.00  to  cover 
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compensation  for  the  90  days  employment  service 
from  the  date  of  written  notice. 

3.  Drawing  Account:  Should  the  drawing  ac- 
count of  $500.00  per  month,  or  $6,000.00  per  year, 
as  defined  in  Paragraph  1  above,  exceed  in  any 
calendar  year  the  percentage  of  profits  to  which 
the  Second  Party  is  entitled  under  this  agree- 
ment, this  difference  between  the  amount  of  money 
to  which  the  Second  Party  is  entitled  for  his  serv- 
ices on  the  basis  of  this  agreement,  as  outlined 
in  Paragraph  1,  shall  be  charged  against  any 
moneys  which  have  accrued  to  the  account  of  the 
Second  Party,  and  the  amount  of  money  owing  the 
Second  Party  by  the  First  Party  shall  be  reduced 
by  this  amount. 

4.  Nature  of  Agreement :  It  is  expressly  under- 
stood and  agreed  by  and  between  the  parties  hereto 
that  this  agreement  is  a  contract  of  employment  and 
that  the  Second  Party  does  not  hereby  acquire  a 
proprietary  interest  in  the  business  of  the  First 
Party,  but  the  amounts  paid  to  Second  Party  shall 
represent  compensation  for  services  rendered. 

In  Witness  Whereof,  the  parties  hereto  have  af- 
fixed their  names  and  seals  to  the  within  agree- 
ment on  the  day  and  date  first  above  given. 

ROSS  B.  HAMMOND  CO.,  j 

By  /s/  R.  B.  HAMMOND, 
First  Party. 

/s/  H.  M.  MASON, 

Second  Party. 


Boss  B.  Hammond  529 

Subscribed  and  sworn  to  before  me,  the  under- 
signed, a  Notary  Public,  on  this  3rd  day  of  Feb- 
ruary, 1942. 

[Seal]         /s/  ROSALIE  NOVAK, 

Notary  Public  for  Oregon. 
My  Commission  Expires:  10/21/42. 


PRE-TRIAL  EXHIBIT  No.  5 

AGREEMENT  OF  EMPLOYMENT 

This  Agreement,  made  and  entered  into  on  this 
3rd  day  of  February,  1942,  by  and  between  Ross 
B.  Hammond,  sole  proprietor,  doing  business  as 
Ross  B.  Hammond  Co.,  hereinafter  called  ''First 
Party,"  and  A.  V.  Petersen,  hereinafter  called 
''Second  Party" 

Witnesseth : 

Whereas  the  First  Party  recognizing  the  value 
of  the  services,  ability,  and  trustworthiness  of  the 
Second  Party,  and  the  First  Party  wishing  to  per- 
mit the  Second  Party  to  participate  in  the  profits 
of  the  First  Party's  contracting  business;  and 

Whereas  the  Second  Party  has  been  in  the  em- 
ploy of  the  First  Party  for  more  than  six  years, 
and  in  responsible  charge  of  large  construction 
work,  and 

Whereas  the  First  Party  wishing  to  have  the 
Second  Party  take  more  responsibility  in  connec- 
tion with  all  the  construction  activities  of  the  First 
Party ; 
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Now,  Therefore,  the  Parties  hereto,  agree  as  fol- 
lows : 

1.  Compensation  of  Second  Party  and  Method 
of  Payment:  The  First  Party  hereby  agrees  that 
he  will  pay  for  the  services  of  the  Second  Party 
by  permitting  him  to  participate  in  the  net  profits 
of  the  operation  of  the  First  Party's  construction 
business  upon  the  basis  of  fifteen  (15)  per  cent  of 
the  profits  earned  each  calendar  year,  after  all 
operating,  financing,  administrative,  and  other  like 
expenses  have  been  deducted,  but  before  deduction 
of  State  and  Federal  Income  Taxes. 

It  is  specifically  understood  and  recognized  be- 
tween the  parties  that  the  operations  of  this  busi- 
ness require  the  use  of  large  sums  of  money  to  be 
available  for  financing  the  operation  of  the  con- 
struction and  contracting  business,  and,  therefore, 
to  insure  the  continued  success  of  the  business  and 
to  provide  ample  working  capital,  it  is  hereby 
agreed  that  the  earnings  of  the  Second  Party  shall 
be  paid  to  him  on  a  basis  of  a  drawing  account 
of  Four  Hundred  Dollars  ($400.00)  per  month,  but 
the  Second  Party  will  not  be  permitted  to  with- 
draw in  excess  of  Seven  Thousand  Five  Hundred 
Dollars  ($7,500.00)  per  year.  Any  funds  amount- 
ing to  more  than  $7,500.00  per  year  shall  be  per- 
mitted to  remain  in  the  company,  to  be  used  for 
working  capital  for  use  in  the  contracting  and 
constructing  business  of  the  First  Party.  These 
funds  in  excess  of  $7,500.00  that  shall  be  permit- 
ted to  remain  under  the  control  of  the  First  Party 
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for  financing  and  working  capital  of  the  construc- 
tion business  of  the  First  Party  shall  bear  no 
interest. 

2.  Cancellation:  This  agreement  may  be  can- 
celled by  either  party  giving  the  other  party  ninety 
(90)  days'  written  notice,  and/or  the  same  may  be 
changed  or  modified  at  any  time  by  mutual  con- 
sent of  the  parties  hereto.  It  is  further  understood 
and  agreed  that  said  contract  will  be  automatically 
cancelled  if  the  said  Second  Party  should  leave 
the  employ  of  the  First  Party  of  his  own  accord. 

The  Second  Party  further  expressly  agrees  that 
should  he  sever  his  connection  with  First  Party 
and  desire  to  withdraw  the  earnings  accumulated 
to  his  account,  he  will  give  one  year's  written  no- 
tice thereof  to  the  First  Party,  and  the  First 
Party  will  not  be  obligated  to  pay  such  funds  to 
the  Second  Party  until  one  year  after  receipt  of 
said  written  notice  from  the  Second  Party. 

Should  Second  Party  elect  to  cancel  this  agree- 
ment or  voluntarily  leave  the  service  of  the  First 
Party,  then,  and  in  either  event,  Second  Party 
shall  not  receive  any  percentage  of  any  profit 
earned  by  the  First  Party  upon  any  work  done 
or  any  contracts  entered  into  during  such  calendar 
year,  and  the  payment  to  the  said  Second  Party 
of  an  amount  equal  to  |400.00  per  month  for  the 
time  employed  during  said  current  calendar  year 
shall  constitute  full  and  complete  payment  for  all 
services  and/or  the  use  of  the  funds  of  the  said 
Second  Party  for  said  current  calendar  year. 
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Should  the  Yirsx  Parry  desire  to  cancel  this 
agi'eement.  he  shall  notify  the  Second  Paity  in 
writing  ninety  (90)  days  pric»r  to  the  date  of  such 
cancellation  and  the  compensation  due  the  Second 
Party  shall  be  upon  the  basis  of  fifteen  (15)  per 
cent  of  the  net  profits,  as  descril>ed  in  paragraph  1 
hereof,  as  shown  by  the  books  of  the  First  Party, 
from  January  1st  of  that  year  to  the  date  of  writ- 
ten notice  of  cancellation,  plus  $1.20(3.00  to  cover 
compensation  for  the  90  days  employment  service 
from  the  date  of  the  written  notice. 

3.  DrawLQg  Accoimt:  Should  the  drawing  ac- 
count of  $400.00  per  month,  or  $4,800.00  per  year, 
as  defined  in  Paragraph  1  above,  exceed  in  any 
calendar  year  the  percentage  of  profits  to  which 
the  Second  Party  is  entitled  under  this  agreement, 
this  difference  l>etween  the  amount  of  money  to 
which  the  Second  Party  is  entitled  for  his  services 
on  the  basis  of  this  agreement,  as  outlined  in  Para- 
graph 1.  shall  be  charged  against  any  moneys  which 
have  accrued  to  the  account  of  the  Second  Party, 
and  the  amount  of  money  owing  the  Second  Party 
by  the  First  Party  shall  be  reduced  by  this  amount. 

4.  Nature  of  Agreement:  It  is  expressly  under- 
stood and  agreed  by  and  between  the  parties  hereto 
that  this  agreement  is  a  contract  of  employment 
and  that  the  Second  Paity  does  not  hereby  ac- 
quii'e  a  proprietary  interest  in  the  business  of  the 
First  Party,  but  the  amounts  paid  to  Second  Party 
shall  represent  compensation  for  services  rendered 
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In  Witness  Whereof,  the  parties  hereto  have  af- 
fixed their  names  and  seals  to  the  within  agree- 
ment on  the  day  and  date  first  above  given. 

ROSS  B.  HAMMOXD  CO. 
By  /s/  R.  B.  HAMMOXD, 

First  Party. 

/s/  A.  Y.  PETERSEN, 
Second  Party. 

Subscribed  and  sworn  to  before  me,  the  mider- 
signed,  a  Notary  Public,  on  this  3rd  day  of  Feb- 
ruary. 1942. 

[Seal]         /s/  ROSALIE  XOYAK, 

Notary  Public  for  Oregon. 

My  Commission  Expires:  10  21  42. 
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Plaintife's  Exhibit  No.  6— (Continued) 

ROSS  B.  HAMMOND  CO. 

PROFIT  AND  LOSS  STATEMENT 
December  31,  1942 

Schedule  A 
Income : 

Gross  Profit  on  Contracts  * 

(Sch.  A-1  attached)  $195,807.93 

Discount  Taken  1,515.57 

Total  Income  $197,323.50 

Expenses : 

Automobile  Expense  $  1,405.54 

Advertising  Expense  1,227.78 

Depreciation  Expense  3,336.26 

Entertainment    204.90 

General  Expense  2,954,86 

Insurance  Expense 1,863.14 

Interest  Expense  10,839.72 

Maintenance  and   Repair 79.57 

Office  Expense  4,385.15 

Office  Salaries  11,492.94 

Postage  Expense  205.00 

Professional  Expense  5,763.20 

Prospective  Contract  Expense 111.30 

Repairs  to  Completed  Contracts 521.13 

Stationery  and  Printing  512.34 

Taxes    846.49 

Travelling  Expense  113.63 

Job  211  Expense  987.78 

Loss  account  saw  219.00 

Bad  Debts 486.40 

Warehouse  Expense 678.22 

Total  Expense  8  48,234.35 

Profit  from  Contracting  Business $149,089.15 
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and  make  payment  of  the  installments  of  tax  shown 
to  be  due  thereon. 

In  all  cases  where  an  extension  of  time  is  granted, 
interest  will  be  collected  at  the  rate  of  6%  per 
annmn  upon  each  installment,  from  the  due  date 
for  filing  to  the  date  of  payment. 

*  *  *  o  rpj^j^g  letter  or  a  copy  thereof  Must  accom- 
pany the  return  when  it  is  filed,  as  authority  for  the 
extension  of  time  herein  granted.  You  are  requested 

to  comply  strictly  with  this  requirement,  because 
of  the  added  work  entailed  when  the  extension 
letter  does  not  accompany  the  return  when  filed, 
placing  an  added  burden  on  this  office  in  the  present 
war  emergency. 

Yours  very  truly, 

GUY  T.  HELVERING, 

Commissioner, 

By   /s/  J.  W.  MALONEY, 
Collector. 
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of  item  19  (cX  paje  4.     Eater  the  amount  n—Moned.     (£crj>t"0^  w^oja  urtax  net  incooK 
«  1943  oceeded  >20,000,  tee  Schedule  L-iyJ[t*iJ£flJltryi^mjOt:)k __ 

22.  Amount  paid  with  thii  return  Qtem  20  lt»»  itemil)- —  .    . ..^... ^. 
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I  (ctiialy  paid  Aaiai  tiM  TMT  M  ifaswD  ai  eoliMB  3,  *b«T«. . 
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r*til  <i*i,riiiii  fkiwd  ■  itaM  1 1,  a  IX  14.  (ad  M^  »••*  I 

■<*t»«»«trfiii<ifciliiii<»r«*&mld»«»l«>ci^»iiiOb*4  Uak*!)^ 
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SUMMARY  OF  CAPITAL  CAINS  AND  LOSSES 

l.h4M|U.«li.l.l>rlitt.M. 

J.    N«|M«h>HlMUkt.iM. 

1          4  Tm<I  mi  «m.»Im.  ukM 

(<)  Citi         1         (t)  U>                  (•)  C*»         1         (t)  Lm 

1           (•)  Cu>          1          («)  Ub 

1.  T«Wac(ilavt-««Bapt<lp>n«  Ua 

♦. 

Jl _...lJI. I...l» 1 

J» L.Ji L. 

2.  T««tl  m  loof-toa  tipiul  pin  or  loa 



t -JqI 

.00$- !....;  1 t....!  i_ 1. 

-1$ 5£iLal>$ L- 

1  Captal  loM  cirry^arcr  (ituch  tutemait) j  1 1  i  i  i  i  I  i  J$., 

4.  Net  itin  in  coKinm  4,  hne.  1.  I  tnd  J.     (Enter  u  item  t{»).  pfe  I.  Fonn  1040) jt ■S.Qk'Mij 


S.  Net  loM  in  column  4,  hna  I,  2.  and  3.     (The  imount  to  be  entered  u  item  6  M-f*t'  '>  ^orm  1040.  ii  (I)  thii  item 

ar  (2)  net  income,  computed  without  regtrd  to  capittl  pin<  or  lowei.  or  (})  jl.OOO.  whichever  i>  imtllMt) .^^^J  i  i  i  i  i  i  '  i  |  $ 

~  "      la)MinrrAfiON^F~ALTERNATIVE  TAX 

Uw  ««ly  i<  T—  imimjwnm^  —I  hi-lw  empUal  §aln  tv  not  thtrt^f  capital  lott,  mi  Bno  4,  hi«  4.  Form  I04<,  oicooJi  tIM** 


I.  Net  incene  frtem  18.  PM<  '•  Form  1040) 

Z.  Eiccit  U  net  lon^-term  capital  gain  over  net  iliort-term 
capital  loa  (line  2.  column  4  («).  leu  the  uim  of 
line  I,  column  4  (i).  and  line  3  o(  Mjremarjr  above)  .. 

3.  Ordborrmi  incone  (line  I  iua  Kne  2) 

4.  Loa:  Pcraonal  eieniplian.  (FrooSched 
iiJeHI).  Form  lOW) 


Crodit    lor    dependenta.     (From 
Schedule  I-(2).  Foon  1040)   ... 

6.  Balance  (turtu  Mt'iacome) _.. 

7.  Lem:  Item  4  (a),  page  I.  Form  1040... 
1  Earned    income    credit.     (From 


350  DC 


>.  Balance  lubjett  to  normal  lai.. 


$125*662 .4( 

^     *"■"  10.  Normal  ta.  (6%  of  line  9) 

cr     rj  II.  Surtai  on  line  6.     (See  Surtai  Table  in  Form  1040  In- 
^-V  '-Q^  tmclioo.) 


•trudiom) 
II  Partial  taa  (line  10  pka  line  II) u. 

1,550^0<|  13.  50%o<line2  ;.^- \ — 


$12^^052  ,77     14.  Alternative  tai  (line  12  pU  line  15)  .. 


13.  Total  normal  Ui  and  aurtax  (line  8  plua  line  9.  pafc  4 
of  Form  1040). 


J-(l).,J.(2XF,.t040)|,L>i..(X>iQC 1>^QQ  m    ,4,  Taa  UabJit,  (Un.  14  or  Un.  Ii.  whichever  i.  the  Urner). 


$122,662L4d (Enter  a.  line  10.  poie  4,  Form  1040) 
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Plaintiff's  Exhibit  No.  6— (Continued) 
Treasury  Department 
Internal  Revenue  Service 
Portland,  Oregon 
[Stamp] :  Received  May  15,  1944. 
IT:RPK:E  March  8,  1944 

Mr.  R.  B.  Hammond 
c/o  P.  O.  Box  3901 
Portland  8,  Oregon 

Dear  Sir: 

Receipt  is  acknowledged  of  your  application  of 
recent  date,  requesting  for  the  reasons  therein 
stated,  an  extension  of  time  within  which  to  file  your 
return  of  income  for  the  year  1943. 

An  extension  of  time  to  May  15,  1944  is  hereby 
granted,  within  which  to  file  the  return  in  question 
and  make  payment  of  the  amount  due  March  15, 
1944,  as  shown  by  the  return. 

In  all  cases  where  an  extension  of  time  is  granted, 
interest  will  be  collected  at  the  rate  of  6%  per  annum, 
on  the  amount  due  as  of  March  15,  1944,  to  date  of 
payment. 

This  letter  or  a  copy  thereof  Must  accompany  the 

return  when  it  is  filed,  as  evidence  of  the  extension 
of  time  herein  granted,  in  order  that  the  return  may 

not  be  listed  as  delinquent. 

Yours  very  truly, 

JOSEPH  D.  NUNAN,  JR., 
Commissioner, 

By   /s/  J.  W.  MALONEY, 
Collector. 
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Statement  of  Tax  Liability  and  Payments  on 

Account  of  Individual  Income  Tax 

Return  for  1942 

To  Federal  Income  Taxpayer  named  below:  For 
the  purpose  of  assisting  you  in  the  preparation  of 
your  1943  income  tax  return,  there  is  shown  hereon 
certain  information  taken  from  the  records  of  this 
office  pertaining  to  your  Federal  income  tax  account 
for  the  taxable  year  1942.  This  information  must  be 
entered  on  your  1943  return,  and  this  Statement 
should  be  attached  to  the  return  in  support  of  the 
entries.  Do  not  make  any  changes  in  this  Statement. 
If  the  figures  do  not  agree  with  your  records,  return 
the  Statement  at  once  with  a  letter  of  explanation 

Collector  of  Internal  Revenue, 

Portland,  Oregon  241169 

Ross  B.  Hammond 
PO  Box  3901 
1241  N.  Williams  Ave. 
Portland,  Oregon 

Total  tax  shown  on  your  1942  income  tax  return : 
$95,991.87.  Paid  at  time  of  filing  and  as  result  of 
bills  subsequently  issued:  $47,995.94. 

This  statement  should  be  attached  to  your  1943. 
income  tax  return  when  filed  with  Collector  of  In- 
ternal Revenue. 
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[Red  Pencil]:  1938 
Treasury  Department 
Internal  Revenue  Service 

Seattle,  Washington,  February  3,  1940 

Seattle  Division 

[Stamp] :  Received,  Ross  B.  Hammond  Co.,  Feb. 
5,  1940. 

[Stamp]:     Paid  Tax,  $291.56;  Int.,  $16.08;  To- 
tal, 1307.64.   2/22/40.     No.  4891. 
No.  15059-O 
Ross  B.  Hammond, 
1214  Spalding  Bldg.,  Portland,  Oregon. 

In  re:     Income  tax 

Date   of   Report:    January   24,    1940 

Year(s)  Examined:     1938 

Sir: 

There  is  enclosed  for  your  information  and  files 
a  copy  of  a  report  covering  the  examination  of 
your  income  tax  return  (s)  for  the  year(s)  indi- 
cated, recently  made  by  a  representative  of  tliis 
office.  You  have  indicated  your  agreement  to  the 
adjustment  of  tax  liability  shown  in  the  report. 

The  item  checked  below  explains  briefly  how  set- 
tlement of  the  agreed  tax  liability  will  be  accom- 
plished through  the  office  of  the  Collector  of  In- 
ternal Revenue  for  your  district. 
Respectfully, 

/s/  GEO.  C.  EARLEY, 

Internal  Revenue  Agent  in  Charge. 
Enclosure. 
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Deficiency:  The  Collector  will  present  to  you 
at  an  early  date  a  bill  for  payment  of  the  tax, 
together  with  interest,  at  which  time  remittance 
should  be  made  to  that  official,  provided  you  have 
not  already  paid  the  full  amount  due. 

*  *     * 

January  24,  1940. 

Name  of  taxpayer,  Ross  B.  Hammond. 

Statement  of  Total  Tax  Liability 

Income  Tax,  Year,  1938;  Tax  Pre^dously  As- 
sessed, $1,209.15;  Adjustments  Proposed  in  This 
Report,  Deficiency:  $291.56;  Correct  Tax  Liability: 

$1,500.71. 

*  *     * 

Note. — The  amount  shown  in  the  first  column  of 
the  above  statement  is  the  amount  assessed  on  the 
original  return,  except  as  indicated  in  the  follow- 
ing summary  of  adjustments  previously  made. 

*  *     * 

Preliminary  Statement 

Additional  tax  was  principally  caused  by  tax- 
payer understating  farm  inventory  and  error  in 
accrual  of  interest. 

Findings  were  explained  to  the  taxpayer  who 
has  agreed  thereto. 

Taxpayer  was  a  married  man  living  mth  his 
wife  during  the  entire  year.  Wife  had  no  separate 
income  and  did  not  file  a  return.    Taxpayer  was 
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sole  support  during  the  year  of  his  aged  father, 
as  a  dependent.  See  affidavit  attached  to  the  re- 
turn in  this  connection. 

Schedule  No.  1 

Block  Adjustments — 1938 

Return  Additions  Deductions         Amended 

3.  Interest  1,594.36  (a)  1,431.70  162.66 

5.  Interest  387.50  387.50 

6.  Loss  on 

ranch  (4,792.24)   1,699.00  160.00       (3,253.24) 

8.  Discounts         3,512.03  (a)  3,512.03 

608.51 

9.  Business         19,854.71     3,085.10  (a)  23,548.32 
10a.  Short  term 

gain  1,743.75  1,743.75 

11.  Other  15.00  (a)      15.00 


12.  Total  22,315.11 


22,588.99 


13.  Contributions      275.00  ■ 

14.  Interest             2,688.70  1,301.54                                     275.00 

15.  Taxes                1,831.90  572.09  (a)                            1,387.16 

■ (a)                             1,259.81 

19.  Total  ■ 

deductions        4,795.60  2,921.97 


20.  Net  income     17,519.51     7,266.24  5,118.73       19,667.02 

Schedule  1-A 

Explanation  of  Items 

(a)  Items  designated  (a)  in  Schedule  1  relate  to 
the  taxpayer's  contracting  business  and  have 
been  transferred  to  line  9  of  Schedule  1  accord- 
ingly, viz: 
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Interest    $1,431.70 

Discount  taken  3,512.03 

Rent  equipment  15.00 

Interest  expense  $1,301.54 

Taxes 572.09 

Net  adjustment,  line  9 (3,085.10) 


$4,958.73     $4,958.73 

These  transfers  do  not  affect  net  income  on  line 
20,  Schedule  1,  as  the  above  computation  shows. 

Line  6,  Schedule  No.  1 

$1,699.00  Adjustment  to  increase  farm  inventory  as  at  December 
31,  1938.  See  further  explanation  in  Exhibit  C. 
160.00  Adjustment  to  increase  purchases,  viz: 

Purchases  per  line  5,  page  2.  Form  1040F $107.95 

As  corrected 267.95 


Difference    $160.00 

Diiference  represents  the  cost  of  a  team  of  work 
horses  purchased  in  1938  and  included  in  the  clos- 
ing inventory,  as  amended. 

Line  9,  Schedule  No,  1 

.51 — Accrued  interest  on  Federal  Income  Tax  deficiencies  for 
years  1934,  1936  and  1937. 

Per  books  (interest  accrued  for  1938  only) $1,237.83 

Corrected  629.32 


Difference $    608.51 
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Schedule  No.  2 
Computation  of  Tax 

1.  Net  income  (from  Schedule  1) $19,667.02 

2.  Less:   Personal  exemption  $2,500.00 

3.  Credit   for   dependents 400.00         2,900.00 

4.  Balance   (surtax  net  income) 16,767.02 

5.  Less:  Interest  on  U.  S.  Treasury  Bonds..$    387.50 

6.  Earned  income  credit  (see  below) 470.97  858.47 

7.  Balance  subject  to  normal  tax 15,908.55 

8.  Normal  tax  at  4%  $    636.34 

9.  Surtax  on  item  4 864,37 

10.  Total    tax    1,500.71 

13.  Total  tax  assessable  1,500.71 

14.  Tax   previously   assessed   1,209.15 

15.  Additional  tax  to  be  assessed 291.56 

Computation  of  Earned  Income  Credit 

Schedule  1,  Line  9— Profit  $23,548.32 

$23,548.32  at  20%  equals  earned  income  or $4,709.66 

10%   of  $4,076.34  equals 470.97 
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EXHIBIT  A 

Balance  Sheet  Contracting  Business  as  at  12-31-38 

Assets:  Books                 Dr.                    Cr. 

Cash 4,082.45                 No  Change 

Accts.  Rec 22,816.44 

State  capital 836.25 

U.  of  Ore.  Med.  School 

Library 1,054.74 

Deposits 175.00 

Accts.  Rec.  M. 

Knudsen  Co 1,227.48                          " 

Prepaid  Expense 622.70                         '* 

Material  &  Supplies 1,427.23                          " 

Fixed  Assets: 

Autos 2,938.00 

Furniture  &  Fixtures 4,100.74                          " 

Machinery  &  Equipment...  50,100.28                          " 

Totals 89,381.31 

Liabilities: 

Accounts  Payable 8,453.55  " 

Accrued  Payroll 213.84  " 

Accrued  taxes 187.41  " 

Bonus  Payable  (1936) 18,000.00  " 

Reserve  for  add'l.  Inc. 

tax  assessment 21,009.55     10,520.83  (a)  10,488.72 

Accrued  Int.  on  def 2,598.84       l,136.61(a)  1,462.23 

Reserve  for  Deprn. 

Autos 1,008.35  1,008.35 

Furn.  &  Fixt 3,178.05  3,178.05 

Mach.  &  Equip 47,641.36  47,641.36 

Net  Worth 

R.B.Hammond (12,909.64)  (b)ll,657.44     (1,252.20) 

Totals 89,381.31     11,657.44  11,657.44    89,381.31 
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Federal  income  tax  deficiencies  of  predecessor  R. 
B.  Hammond,  Inc.,  as  finally  determined.  See  Con- 
ference Revision  Report  on  taxpayer  for  1937,  dated 
September  1,  1939.  Adjustment  to  bring  into  agree- 
ment therewith. 

Year  1934    13,745.54 

1936    4,327.05     Accrued  Int.    Accrued  Int. 

1937    2,416.13  1938  12/31/38 

10,488.72 
Accrued  Interest  thereon 

to  12-31-37  $      832.91  629.32  1,462.23 

Total  per  Conf.  Rpt Sll,321.63 

(b)   Net  adjustment  to  surplus. 


EXHIBIT  B 

Net  Worth — Contracting  Business 

As  per  Books :  Dr.  Cr.  Balance 

12-31-37  balance  (Corp.  capital  & 

surplus  trans.) 43,114.51  43,114.51 

1938 

R.  B.  Hammond  Acct.  transf 8,101.40 

'Votes  Rec.  Transferred 1.00 

Stock  &  Bonds  Transferred 13,940.70 

Mj.  Morrison  Knudsen  Co.  Acct 411.35  20,660.06 

*^et  profit— Sch.  D  of  return 19,854.71 

a)  Items  income  &  deduction  reported 
j    elsewhere  on  return  1938: 

Mscount  taken  3,512.03 (a) 

nterest   „ l,431.70(a) 
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As  per  Books :  Dr.  Cr.  Balance 

Profit  on  sale  U.  S.  Treas.  Bonds 

line  10(a)  l,743.75(a) 

Rent  of  equipment  Line  11 15.00(a) 

Contributions  Line  13 235.00(a) 

Interest— Line  14  l,301.54(a) 

Taxes— Line   15  572.09(a) 

Part  of  1937  Fed.  I.  T.  on  Corp.  Acer 1,819.21 

Withdrawals  R.  B.  Hammond 56,199.05 

12-31-38  Balance  (12,909.64)       (12,909.64) 

Totals 82,581.34         82,581-34 

Amended : 

12-31-37  Bal.  (See  Conf.  Rev.  Rpt. 

dated  9-1-39)   44,251.14  44,251.14 

1938 

R.  B.  Hammond  Acct.  Rec.  Transferred  8,101.40 

Notes  Receivable  Transferred  1.00 

Stocks  &  Bonds  Trans 4,663.00 

Books    $13,940.70 

Adj.  9,277.70(a) 

Net  Profit,  Sch.  No.  1 23,548.32 

Gain  on  sale  Treas.  Bds.  Line  (10a) 

Sch.   1  1,743.75 

Contributions  incl.  line  13  Sch.  1 235.00 

Withdrawals  56,199.05 

R.  B.  Hammond,  Inc.  Fed.  IT  1933 

deficiency    1,300.17 

Interest  on  deficiency  to  12-31-37 295.79 

12-31-38  balance  (L252.20)         (1,252.20) 

Totals 70,795.41         70,795.41 

(a)  See  1937  R.A.R.  and  Conference  revision  report  dated  9-1-39  showing 
adjustment  of  values  upon  liquidation  of  the  corporation.  Taxpayer,  as  sole 
stockholder,    liquidated   the   corporation    of   Ross   B.    Hammond,    Inc.,   as  at 

12-31-37. 
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EXHIBIT  C 

Farm  Inventory  as  of  12-31-38 

6200  lbs.  Clover  seed  at  10c $  620.00 

14  pigs  at  $6.00  84.00 

Dairy  Cows: 

Z  536792     Bonny,  5  years  80.00 

536795     Cherry,  5  years  35.00 

536788  Shorty,  12  years  35.00 

536794     Opal,  5  years 35.00 

536789  June,  4  years  50.00 

536797  Peggy,  5  years 35.00 

536793     July,  4  years  35.00 

536798  Pearl,  3  years  70.00 

Mary,  3  years  35.00 

591557     ,  2  years 30.00 

527125     ,  2  years 30.00 

52726       ,  2  years  30.00 

591558     ,  2  years  30.00 

591556    ,  2  years 30.00 

One  calf,  6  months  25.00 

X  405447     ,  3  years  50.00 

One  steer,  1  year 40.00 

Work  Horses: 

Buck,  12  years 25.00 

Tony,  6  years 60.00 

Chief,  6  years  60.00 

Junior,  7  years  50.00 

Pard,  7  years 30.00 

Lady,  3  years 30.00 

Strawberry,  5  years 30.00 

Star,  21/2  years  50.00 

Jack,  21/2  years  30.00 

Barley— 4  tons  at  $25.00 100.00 

Oats— 1  ton  at  $25.00  25.00 

Hay— 45  tons  at  $12.00  540.00 

Total  Inventory  12-31-38  $2,409.00 

Per  Form  1040  F  710.00 

Difference — income  increased  $1,699.00 
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1938 

,Y  Treasury  Department 

^f  Internal  Revenue  Service 

Seattle,  Washington, 
March  19,  1941. 
Seattle  Division 

Mr.  Ross  B.  Hammond 
1214  Spalding  Building 
Portland,  Oregon 

In  re:     Income  tax 

Date    of   Report:     Jan.    27,    1941 

Year  Examined:     1938 

There  is  enclosed  for  your  information  and  files 
a  copy  of  a  report  covering  the  examination  of  your 
income  tax  return (s)  for  the  year(s)  indicated,  re- 
cently made  by  a  representative  of  this  office.  You 
have  indicated  your  agreement  to  the  adjustment 
of  tax  liability  shown  in  the  report. 

The  item  checked  below  explains  briefly  how  set- 
tlement of  the  agreed  tax  liability  will  be  accom- 
plished through  the  office  of  the  Collector  of  In- 
ternal Revenue  for  your  district. 

Respectfully, 

/s/  GEO.  C.  EARLEY, 

Internal  Revenue  Agent  in 
Charge. 
DLA/ac 
Enclosure. 
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Deficiency:  The  Collector  will  present  to  you  at 
an  early  date  a  bill  for  payment  of  the  tax,  together 
with  interest,  at  which  time  remittance  should  be 
made  to  that  official,  provided  you  have  not  already 
paid  the  full  amount  due. 

*  *     * 

SUPPLEMENTAL  REPORT 

Name  of  taxpayer,  Ross  B.  Hammond. 
Date  of  Report:  Jan.  27,  1941. 

Statement   of   Total   Tax  Liability 
Income   Tax,   Year:   1938;   Tax   Previously   As- 
sessed,  $1,500.71;   Adjustments   Proposed  in   This 
Report,  Deficiency:  $157.78;  Correct  Tax  Liability: 

$1,658.49. 

*  *     * 

Note. — The  amount  shown  in  the  first  column  of 
the  above  statement  is  the  amount  assessed  on  the 
original  return,  except  as  indicated  in  the  follow- 
ing summary  of  adjustments  previously  made. 

Year  1938 — Income  Tax 

Original  tax $1,209.15 

Deficiency  assessed,   1940 291.56 


Net  Tax  Previously  Assessed.  .$1,500.71 

Preliminary  Statement 

The  causes  of  the  additional  tax  were  taxpayer's 
erroneous  deductions  for  interest  and  club  dues. 

Changes  were  discussed  with  Mr.  Hammond,  who 
has  executed  Form  No.  870  agreeing  to  the  addi- 
tional tax  as  shown  by  this  report. 
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Schedule  1 
Year  Ended:  12/31/38 

Adjustments  to  Net  Income 

Net  income  as  disclosed  by  Revenue  Agent's  Report 

1/24/40    $19,667.02 

As  corrected  20,617.14 

Net  adjustment  as  computed  below 950.12 

Unallowable  deductions  and  additional  income: 

(a)  Accrued  interests  $629.32 

(b)  Club  dues  not  allowable 320.80 

Total    $      950.12 

Net  adjustment  $      950.12 

Schedule  1-A 

Explanation  of  Items 

(a)  Accrued  interest  unallowable,  $629.32.  When 
Ross  B.  Hammond  Company,  a  corporation, 
was  dissolved  in  1937,  there  were  outstanding 
against  it  Federal  income  tax  assessments  for 
several  years.  These  assessments  were  in  dis- 
pute and  final  settlement  was  made  in  1939  at 
which  time  this  taxpayer,  as  transferee,  paid 
the  additional  tax  and  interest.  In  a  previous 
report  there  was  allowed  as  a  deduction  $629.32 
as  interest  which  accrued  on  these  taxes  for  the 
year  1938.  It  is  now  held  that  interest  paid 
by  a  transferee  on  deficiency  of  a  dissolved 
corporation  is  not  an  allowable  deduction.  See 
I.T.  3156  C.B.  1938-1  Page  213:  Also,  Ap- 
peal of  Ben  P.  O'Niel  18  B.S.A.  1036. 
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(b)  Club  dues  not  allowable,  $320.80.  Taxpayer  is 
a  member  of  a  local  club  known  as  the  Ar- 
lington Club.  At  various  times  he  has  used  this 
club  for  the  purpose  of  entertaining-  prospec- 
tive customers.  This  clul)  is  primarily  a  social 
club  and  the  greater  portion  of  the  expense 
connected  therewith  is  of  a  personal  nature. 
However,  a  portion  of  the  expense  is  appli- 
cable to  business  and  it  has  been  estimated  that 
an  allocation  of  %  is  a  fair  allowance  for  busi- 
ness. Adjustment  has  been  made  as  follows: 

Total  dues  and  expenses  $494.40 

Less:  Taxes  on  dues  allowable  in  full 13.20 

Balance  S48L20 

Allocated  to  business  1/3  160.40 

Allocated  to  personal  2/3  320.80 

Schedule  2— Year  ended  Dec.  31,  1938 
Computation  of  Tax 

1.  Net  in  come  from  Schedule  1 820,617.14 

2.  Less:  Personal  exemption  S2,500.00 

3.  Credit  for  dependents  400.00         2,900.00 

4.  Balance $17,717.14 

6.  Less:  Earned  income  credit 477.38 

7.  Balance  subject  to  normal  tax $17,239.76 

8.  Normal  tax  at  4%  $    689.60 

9.  Surtax  on  item  at  4% 968.89 

13.  Total  tax  assessable  $  1,658.49 

14.  Tax  previously  assessed 1,500.71 

15.  Additional  tax  to  be  assessed 157.78 
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Computation  of  Earned  Income  Credit: 

Business  income  per  Revenue  Agent's  report  l/24/40....$23,548.32 

Add:  Club  dues  not  allowable  320.80 

Business  income  amended  23,869.12 


Earned  income  20%  x  23869.12 $  4,773.82 

Earned  income  credit  10%  x  4771.82 477.38 


PLAINTIFF'S  EXHIBIT  No.  14 

Treasury  Department 
Internal  Revenue  Service 

Seattle,  Washington, 
March  19,  1941. 
Seattle  Division 

[Penciled]:  Overassessment,  3/9/43,  $132.59. 

Mr.  Ross  B.  Hammond 
1214  Spalding  Building 
Portland,  Oregon 

In  re:    Income  Tax 
Date  of  Report:    Jan.  27,  1941 
Year  Examined:     1939 
Sir: 

There  is  enclosed  for  your  information  and  files 
a  copy  of  a  report  covering  the  examination  of  your 
income  tax  return (s)  for  the  year(s)  indicated,  re- 
cently made  by  a  representative  of  this  office.  You 
have  indicated  your  agreement  to  the  adjustment 
of  tax  liability  shown  in  the  report. 

The  item  checked  below  explains  briefly  how  set- 
tlement of  the  agreed  tax  liability  will  be  accom- 
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plished  through  the  office  of  the  Collector  of  In- 
ternal Revenue  for  your  district. 

Respectfully, 

/s/  GEO.  C.  EARLEY, 

Internal  Revenue  Agent  in  Charge. 

DLA/ac.     Enclosure. 

Deficiency:  The  Collector  will  present  to  you  at 
an  early  date  a  bill  for  payment  of  the  tax,  together 
with  interest,  at  which  time  remittance  should  be 
made  to  that  official,  provided  you  have  not  already 
paid  the  full  amount  due. 

*  *     * 

Name  of  taxpayer,  Ross  B.  Hammond. 
Dated  of  Report:     Jan.  27,  1941. 

Statement  of  Total  Tax  Liability 

Income  Tax,  Year:  1939;  Tax  Previously  As- 
sessed: $3,080.51;  Adjustments  Proposed  in  This 
Report,  Deficiency:  $1,497.61;  Correct  Tax  Liabil- 
ity: $4,578.12. 

*  *     * 

Note. — The  amount  shown  in  the  first  column  of 
the  above  statement  is  the  amount  assessed  on  the 
original  return,  except  as  indicated  in  the  follow- 
ing summary  of  adjustments  previously  made. 

Preliminary   Statement 

The  principal  cause  of  the  additional  tax  was 
overstatement  of  cost  of  one  contract. 
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Changes  were  discussed  with  Mr.  Hammond,  who 
has  executed  Form  No.  870  agreeing  to  the  imme- 
diate assessment  of  the  deficiency  as  shown. 

Taxpayer  was  a  married  man  living  with  his 
wife  all  during  the  year  1939.  He  is  the  sole  sup- 
port of  his  father  who  is  past  83  years  of  age.  This 
dependent  makes  his  home  with  the  taxpayer. 

Schedule  1— Year:  1939 
Block  Adjustments 


Return 

Add 

.  to  Income 

Corrected 

2. 

Dividends 

$      206.00 

$      206.00 

3. 

Interest 

262.09 

(b) 

$      60.00 

322.09 

6. 

Farm  Loss 

(9,521.95) 

(9,521.95) 

9. 

Business 

38,542.88 

(a) 

6,543.97 

45,086.85 

11. 

Other  income 

63.82 

63.82 

12. 

Total  Income 

29,552.84 

36,156.81 

13. 

Contributions 

294.00 

294.00 

14. 

Interest 

663.87 

663.87 

15. 

Taxes 

498.08 

498.08 

19. 

Total  deductions 

1,455.95 

1,455.95 

22. 

Net  Income 

28,096.89 

6,603.97 

34,700.86 

Schedule  1-A 
Explanation  of  Items 

(a)  Line  No.  9,  Business  Income  increased  as  fol- 
lows : 

(1)  Cost  of  Job  No.  196  overstated.  .$5,000.00 

(2)  Interest  deduction  not  allowable . .   1,227.07 

(3)  Club   dues  not   allowable 316.90 


Total  increase $6,543.97 

(1)  Cost    of    Job    No.    196    overstated,    $5,000.00. 
Amount  accrued  on  books  as  a  contingent  lia- 
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bility  and  charged  to  cost  of  Job  No.  196.  This 
accrued  was  made  to  cover  estimated  cost  of 
bricks  which  were  placed  in  1939  but  which 
were  bleeding-  badly.  It  appeared  as  thougli 
these  bricks  would  have  to  be  replaced,  but 
subsequent  events  proved  that  several  washings 
were  sufficient.  Cost  of  washings  were  paid 
by  brick  manufacturer.  Taxpayer  has  reported 
the  gain  on  this  contract  on  the  percentage  of 
completion  basis  and  the  deductions  are  limited 
to  amounts  actually  expended  on  the  job.  See 
Section  19.42-4  of  Internal  Revenue  Code. 

(2)  Interest  deduction  not  allowable,  $1,227.07. 
When  the  Ross  B.  Hammond  Company,  a  cor- 
poration, was  dissolved  in  1937,  there  were  out- 
standing against  it  Federal  income  tax  assess- 
ments for  several  years.  These  assessments 
were  in  dispute  but  were  finally  settled  in  the 
year  1939.  This  taxpayer,  as  transferee  of  the 
assets  of  the  corporation,  paid  the  additional 
tax  including  interest  in  the  amount  of 
$1,856.39.  Deduction  was  claimed  for  $1,227.07 
of  this  amount  computed  as  follows: 

Interest  paid   $1,856.39 

Accrued  in  1938 629.32 

^^  Balance    $1,227.07 

;  -  It  has  been  held  that  interest  paid  by  a  trans- 
feree on  deficiency  of  a  dissolved  corporation 
is  not  an  allowable  deduction  to  the  individual. 


■v^ 
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See  L.T.  3156  C.B.  1938-8  page  213.   Also  the 
appeal  of  Ben  P.  O'Mel  18  B.S.A.  1036. 

(3)  Club  dues  not  allowable,  $316.90.  Taxpayer  is 
a  member  of  a  local  club  known  as  the  Arling- 
ton Club.  At  various  times  he  has  used  this 
club  for  the  purpose  of  entertaining  prospec- 
tive customers.  This  club  is  primarily  a  social 
club  and  the  greater  portion  of  the  expense 
connected  therewith  is  of  a  personal  nature. 
No  segregation  was  made  by  the  taxpayer  be- 
tween the  portion  allowable  for  business  pur- 
poses and  the  portion  attributable  to  his  per- 
sonal expense.  It  has  been  estimated  that  1/3 
is  a  fair  allocation  of  the  portion  allowable  for 
business  and  adjustment  has  been  made  as  fol- 
lows: 

Total  Arlington  Club  expense  including  dues $488.55 

Deduct  taxes  on  dues  allowable  in  full  13.20 

Balance  $475.35 

Portion  allocated  to  business  1/3  158.45 

Portion  allocated  in  personal  2/3 316.90 

(b)    Interest  income  increased  $  60.00 

Interest  on  Oregon  Pulp  &  Paper  Company  bonds  received  by 
Mr.  Hammond  and  not  included  in  interest  shown  on  return. 

Schedule  2— Year:  1939 
Computation  of  Tax 

1.  Net  income  from  Schedule  1 $34,700.86" 

2.  Less:  Personal  exemption $2,500.00 

3.  Credit  for  dependents 400.00         2,900.00 
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4.    Balance    $31,800.86 

6.  Less:  Earned  income  credit 901.74 

7.  Balance  subject  to  normal  tax S30,899.12 

8.  Normal  tax  at  4% $1,235.96 

9.  Surtax  on  Item  4 3,342.16 

13.  Total  tax  assessable  4,578.12 

14.  Tax  previously  assessed  3,080.51 

15.  Additional  tax  to  be  assessed 1,497.61 

Computation  of  Earned  Income  Credit: 

Business  income  $45,086.85 

Earned  income  20%  9,017.37 

Earned  income  credit  10%  901.74 


PLAINTIFF'S  EXHIBIT  No.  15 

Treasury  Department 

Internal  Revenue  Service 

Seattle,  Washington,  March  23,  1943 
Seattle  Division 

[Stamp] :  Ross  B.  Hammond  Co.,  Received  Mar. 
25,  1943. 

Mr.  Ross  B.  Hammond 
1214  Spalding  Building 
Portland,  Oregon 

In  re:     Income  Tax 
Date  of  Report:    March  1,  1943 
Year(s)  Examined:     1939 
Sir: 

There  is  enclosed  for  your  information  and  files 
a  copy  of  a  report  covering  the  examination  of  your 
income  tax  return(s)  for  the  year(s)  indicated,  re- 
cently made  by  a  representative  of  this  office.  You 
have  indicated  your  agreement  to  the  adjustment 
of  tax  liability  shovm  in  the  report. 
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The  item  checked  below  explains  briefly  how  set- 
tlement of  the  agreed  tax  liability  will  be  accom- 
plished through  the  office  of  the  Collector  of  Inter- 
nal Revenue  for  your  district. 
Respectfully, 

/s/  A.  R.  STOCKTON, 

Internal  Revenue  Agent  in  Charge. 

Enclosure. 

*     *     * 

Overassessment :  After  the  overassessment(s) 
have  been  certified  to  the  Collector  by  the  Com- 
missioner of  Internal  Revenue,  you  will  receive 
a  check  in  payment  of  the  overassessment  and  in- 
terest, provided  there  are  no  outstanding  taxes 
against  which  the  amount  should  be  credited. 

Name  of  Taxpayer,  Ross  B.  Hammond. 
Date  of  Report,  3/1, 1943. 
Examining  Officer,  Keith  L.  Leslie. 
Index : 


\ 


Statement  of  Total  Tax  Liability 

Year:  1939;  Liability,  Tax:  $4,445.53;  Previously 
Assessed*,  Tax:  $4,578.12;  Adjustments  Proposed  in 
This  Report,  Tax,  Overassessment:  $132.59. 

*Summary  of  Adjustments  of  Assessments 
Year  1939 — Income  Tax 

Originally  assessed  $3,080.51 

Deficiency  assessed  March,  1941. .   1,497.61 


Net  previous  assessments ....  $4,578.12 
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Preliminary  Statement 

The  cause  of  overassessment  for  the  year  1939 
was  the  assessment  by  the  State  of  Oregon  of  addi- 
tional state  taxes  for  that  period,  payment  of  which 
was  made  in  1941. 

Through  the  taxpayer's  bookkeeper,  R.  Novak, 
he  was  advised  to  protect  his  interests  by  filing  a 
claim  for  refund  prior  to  the  expiration  of  the 
statute  of  limitations  on  March  15,  1943. 

Agreement  Form  873  was  executed  by  the  tax- 
payer. 

Schedule  1—1939 
Block  Adjustments 

R.A.R.  Deductions 

1/27/41         from  income         Corrected 

1.  Dividends $      206.00 

2.  Interest 322.09 

4.    Farm  loss (9,521.95) 

6.    Business  income 45,086.85  No  change 

8.    Other  income 63.82 


10 $36,156.81  $36,156.81 


12.  Contributions $      294.00  $      294.00 

13.  Interest 663.87  663.87 

14.  Taxes 498.08  576.51  1,074.59 


16 $  1,455.95  $  2,032.46 

17 34,700.86  576.51  34,124.35 
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Schedule  1-A 

Explanation  of  Items 
(14)  Taxes: 

Additional  tax  for  1939  was  assessed  by  the 
State  of  Oregon,  caused  through  a  redistribu- 
tion of  income  and  expense  proratable  to  busi- 
ness done  within  and  without  the  State  of 
Oregon  for  that  period.  The  tax  was  paid 
in  1941. 

Schedule  2— Year  Ended  12/31/39 

Computation  of  Tax 

Net  income,  from  Schedule  1  $34,124.35 

Less:  Personal  exemption  $2,500.00 

Credit  for  dependents  400.00         2,900.00 

Balance  (surtax  net  income) $31,224.35 

Less:  Earned  income  credit $    901.74  901.74 

Balance  subject  to  normal  tax $30,322.61 

Normal  tax  at  4%  $1,212.90 

Surtax  on  $31,224.35 3,232.63 

Total  tax  4,445.53 

Total  tax  assessable $  4,445.53 

Tax  previously  assessed 4,578.12 

Overassessment  $      132.59 
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No.  15059-O 

Treasury  Department 
Internal  Revenue  Service 
[Printer's    Note] :    (Pencil    Notation) :    Overas- 
sessment  3/9/43,   $163.54. 

Seattle,  Washington,  June  25,  1941 
[Stamp] :  Ross  B.  Hammond  Co.,  Received  June 
26,  1941. 

[Stamp] :  Paid,  Clerk  No.  5483.  Date  7/11/41. 
Seattle  Division 
Mr.  Ross  B.  Hammond, 
1214  Spalding  Bldg., 
Portland,  Oregon. 

In  re:     Income  Tax 
Date  of  Report:    June  12,  1941 
Year  Examined:     1940 
Sir: 

There  is  enclosed  for  your  information  and  files 
a  copy  of  a  report  covering  the  examination  of  your 
income  tax  return  for  the  year  indicated,  recently 
made  by  a  representative  of  this  office.  You  have 
indicated  your  agreement  to  the  adjustment  of  tax 
liability  shown  in  the  report. 

The  item  checked  below  explains  briefly  how  set- 
tlement of  the  agreed  tax  liability  will  be  accom- 
plished through  the  office  of  the  Collector  of  In- 
ternal Revenue  for  your  district. 
Respectfully, 

/s/  GEO.  C.  EARLEY, 

Internal  Revenue  Agent  in 

ENH:AJB  Charge. 

Enclosure. 
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Deficiency:  The  Collector  will  present  to  you  at 
an  early  date  a  bill  for  payment  of  the  tax,  together 
with  interest,  at  which  time  remittance  should  be 
made  to  that  official,  provided  you  have  not  already 
paid  the  full  amount  due. 

*  *     * 

Name  of  taxpayer,  Ross  B.  Hammond. 
Date  of  report,  June  12,  1941. 

Statement  of  Total  Tax  Liability 

Income  Tax,  Year:  1940;  Tax  Previously  As- 
sessed: $6,534.29;  Adjustments  Proposed  in  This 
Report,  Deficiency:  $16.50;  Correct  Tax  Liability, 
$6,550.79. 

Note. — The  amount  shown  in  the  first  column  of 
the  above  statement  is  the  amount  assessed  on  the 
original  return,  except  as  indicated  in  the  follow- 
ing summary  of  adjustments  previously  made. 

*  *     * 

Preliminary  Statement 

Year  1940 

The  cause  of  the  additional  tax  was  the  claiming 
of  cost  of  common  stock  that  became  worthless  in 
1934. 

The  findings  have  been  explained  to  Mr.  Ross  B. 
Hammond,  who  has  signed  agreement  form  870 
herewith. 
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Taxpayer  was  married  and  living  with  wife  dur- 
ing the  entire  taxable  year.  Taxpayer  provided 
the  entire  support  of  his  84-year-old  father. 

Schedule   1— Year  1940 
Block  Adjustments 


Return 

3.    Interest $      386.15 

6.    Ranch  loss (10,945.87) 

9.    Business 47,685.22 

10(b).  Long  term  loss (115.00) 

10(c).  Loss  on  sale  of 

equipment (936.90) 


12.  Total $36,073.60 

13.  Contributions 381.00 

14.  Interest 513.22 

15.  Taxes 2,385.83 


19 S  3,280.05 


Additions 

to  Income 

Corrected 

$      386.15 

(10,945.87) 

47,685.22 

50.00 

(65.00) 

(936.90) 

$36,123.60 

381.00 

513.22 

2,385.83 

$  3,280.05 

50.00 

$32,843.55 

22.    Net  income $  32,793.55 

Schedule  1-A— Year  1940 

Explanation  of  Items 

Line  10(b)  Net  long-term  loss  decreased. . .  .$50.00 
Taxpayer  purchased  capital  stock  of  the  East- 
moreland  Company  in  1929  as  follows: 

5  Shares  of  preferred $250.00 

1  Share   of  common 100.00 


Total    $350.00 
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During-  the  year  1934  the  bondholders  fore- 
closed on  the  properties  of  that  corporation, 
leaving  the  common  stock  worthless  and  a  nomi- 
nal amount  to  apply  on  preferred  stock. 
Taxpayer  has  received  liquidating  payments  on 
his  preferred  stock,  the  final  having  been  re- 
ceived in  1940.  Inasmuch  as  the  common  stock 
became  worthless  in  1934,  its  cost  is  not  to  be 
considered  in  the  final  liquidation. 

Cost  of  preferred  stock  1929 S250.00 

Liquidation  in  1937  $75.00 

Liquidation  in  March  1940 45.00       120.00 

Loss    S130.00 

50%  allowable  65.00 

Schedule  2— Year  Ended  Dec.  31,  1940 
Computation  of  Tax — Internal  Revenue  Code 

1.  Net  income  (from  Schedule  1) $32,843.55 

2.  Less:  Personal  exemption  $2,000.00 

3.  Credit  for  dependents  400.00         2,400.00 

4.  Balance  (surtax  net  income) $30,443.55 

5.  Less:  Earned  income  credit 953.70 

Balance  subject  to  normal  tax $29,489.85 

8.  Normal  tax  at  4%  $1,179.59 

9.  Surtax   4,773.07 

10(a).  Total  tax  $  5,952.66 

10(b).  Total  tax   (alternative  tax  in  case  of  a  net  long- 
term  gain  or  loss)    (from  Schedule  2-A) 5,955.26 

11.  Defense  tax  (10%  of  above) 595.53 

12.  Total  income  and  defense  taxes 6,550.79 

15.  Total  tax  assessable  6,550.79 

16.  Tax  previously  assessed 6,534.29 

17.  Additional  tax  to  be  assessed 16.50 
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Schedule  2-A— Year  1940 
Alternative  Tax  Computation 

1.    Net  income,  Schedule  1  $32,843.55 

2(b).  Add:  Long  term  loss 65.00 

3.  Ordinary  net  income  32,908.55 

4.  Less:  Personal  exemption  $2,000.00 

5.  Credit  for  dependent  400.00         2,400.00 

6.  Surtax  net  income  $30,508.55 

8.  Earned  income  credit 953.70 

9.  Normal  tax  net  income 29,554.85 

Normal  tax  at  4%  $  1,182.19 

Surtax  on  6  above  4,792.57 

Partial   tax  5,974.76 

30%  of  2(b)  above 19.50 

Alternative  tax  5,955.26 

Total  tax,  line  10(a),  Schedule  2 5,952.66 

Tax  liability  $  5,955.26 


PLAINTIFF'S  EXHIBIT  No.  17 

Treasury  Department 

Internal  Revenue  Service 

Seattle,  Washington,  March  23,  1943 
[Stamp]:  Ross  B.  Hammond  Co.,  Received  Mar. 
25,  1943. 
Seattle  Division 
Mr.  Ross  B.  Hammond 
1214   Spalding  Bldg.,   Portland,  Ore. 
In  re :     Income  Tax 
Date  of  Report:    March  1,  1943 
Year(s)  Examined:     1940 
Sir: 

There  is  enclosed  for  your  information  and  files 
a  copy  of  a  report  covering  the  examination  of 
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K  Schedule  2— Year  ended  12/31/40 

Computation  of  Tax 

Net  income,  from  Schedule  1  S32,406.30 

Less:  Personal  exemption  S2,000.00 

Credit  for  dependents  400.00         2,400.00 

Balance  (^surtax  net  income) 830,006.30 

Less:  Earned  income  credit 953.70 

Balance  subject  to  normal  tax S29.052.60 

Normal  tax  at  4% Sl,162.10 

Surtax  on  $30,006.30 4,641.89 

Total  tax  5,803.99 

Total  tax  (alternative  tax  in  case  of  a  net  long-term  gain 

or  loss )  5,806.59 

Defense  tax— 10%  580.66 

Total  income  and  defense  taxes $  6,387.25 

Total  tax  assessable  6,387.25 

Tax  previously  assessed 6,550.79 

Overassessment  S      163.54 

Schedule  3— Year  ended  12/31/40 
Computation  of  Alternative  Tax — 1938  Act  or  I.R.C. 

Net  income,  from  Schedule  1 832,406.30 

Plus:  Net  long-term  loss  65.00 

Ordinary  net  income  832,471.30 

Less:  Personal  exemption  $2,000.00 

Credit  for  dependents  400.00         2,400.00 

Balance  (surtax  net  income) $30,071.30 

Less:  Earned  income  credit 953.70 
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Balaiu'o  subject  to  normal  tax S2^Ml7.t>l) 

Normal  tax  at  4%  $1,164.70 

Surtax  on  S30,07LS0 4,ool.^i 

Partial   tax  5.8.0.0^) 

Minus:  309r  of  net  long-term  loss 1^\50 

Alttiu.ituo  tax  $  5,80t>.59 


PI.AIXTIFF'8  EXHlHir  IS 

Tronsurx    nopnrttuent 
Intoinal  Ke\omio  Service 

Seattle,   W'ashuiuton, 
Marrh  L^^  \9\A. 
Seattle  Oivision 

[Stamp  j:  Koss  H.   llatnnuMul  Co..  l\iH-ca\(\l   Mar. 

•Jo.   \9\:l 

Mr,  Koss  l>.  llaniinoiul 
1214  Spalding-  lUiiiaiim- 
Portia lul,  i>ivuon 

In  vc :   \\\von\c    Tax 

Uato  of  U'oporl:     Maivh  1.  1943 

Yoai^s")   l\\aniiiu\l :      \9\  I 
Sir: 

Tlioro  is  eitolosiod  for  your  iirforinatiori  arid  tilos 
a  I'opy  o\'  a  ro{>ort  roxoriim  iho  oxaniination  ot  your 
iiU'omo  tax  itniirn(,s'>  tor  tlu^  yoai^s"*  indurated,  ro- 
c'ontl\'  luado  by  a  roprt^sontati\  o  ot'  this  ot^i'O.  Vi>ii 
liavo  iiidii'atod  your  amtHMiuau  to  tho  adjustmont  of 
tax  liability  slunvn  in  tlu>  roptnr. 

'Tho  iltnn  rluH-kod  billow  oxplanis  bnolly  how  st^t- 
tlonuait   ol    tho  a^riH\l   tax   liabilit\    will   bo  ai\-oni- 
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plished  through  the  office  of  the  Collector  of  Inter- 
nal Revenue  for  your  district. 
Respectfully, 

/s/  S.  R.  STOCKTON, 


Internal  Revenue  Agent  in  Charge. 


Enclosure. 
*  *  *  * 


[x]  Deficiency :  The  Collector  will  present  to  you  at 
and  early  date  a  bill  for  payment  of  the  tax,  to- 
gether with  interest,  at  which  time  remittance 
should  be  made  to  that  official,  provided  you 
have  not  already  paid  the  full  amount  due. 


*  *  *  * 


Statement  of  Total  Tax  Liability 

Name  of  Taxpayer,  Ross  B.  Hammond. 

Date  of  Report:  3/1/1943. 

Examining  Officer:  Keith  L.  Leslie. 

Year:  1941;  Liability  Tax,  $6,663.03;  Previously 

Assessed*,  Tax:  $6,384.09;  Adjustments  Proposed 

in  This  Report,  Tax,  Deficiency:  $278.94. 

*     *     * 

Preliminary  Statement 

Cause  for  additional  assessment  was  the  disallow- 
ance of  a  deduction  for  Oregon  State  excise  taxes 
applicable  to  years  1939  and  1940. 

Credit  has  been  given  on  account  of  the  inclusion 
of  gain  on  exchange  of  automobile,  erroneously  in- 
cluded as  income  by  the  taxpayer. 

In  the  absence  of  Mr.  Hammond,  who  is  in  Cali- 
fornia, the  changes  were  discussed  with  his  book- 
keeper and  agreement  Form  870  is  attached  hereto. 
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Schedule  1—1941 
Block  Adjustments 

Additions      Deductions 
Return  to  income    from  income  Corrected 

3.    Interest 195.69  195.69 

8    Net  business 

profit 25,066.50  432.61         24,633.89 

9.    Net  farm 

income 2,223.29  2,223.29 

[Penciled] :  26,857.18 

[Penciled  in  margin] :  539.1436 

10 27,455.48  27,052.87 

[Penciled]  :  549.7096  [Penciled] :  541.0574 

11.  Contributions...      350.00  350.00 

12.  Interest 452.47  452.47 

13.  Taxes 2,354.03         1,013.76  1,340.27 

17 3,156.50  2,142.74 

18.    Net  Income 24,328.98         1,013.76        432.61         24,910.13 

Schedule  1-A 

Explanation  of  Items 

(8)  Net  business  profits :  432.61. 

Gain  realized  on  trade-in  of  automobile  on 
12/31/41  was  erroneously  reported  as  income 
on  line  8.  (Detailed  in  Schedule  G  of  return) 
Section  19.112(b)  (1)-1,  Regulations  103  pro- 
vides for  nonrecognition  of  gain  from  this 
type  of  exchange  but  the  gain  realized  is  used 
as  an  offset  against  the  cost  of  property  ac- 
quired. 

(13)  Taxes:  Taxpayer,  who  is  on  an  accrual  basis, 
deducted  as  a  1941  expense,  the  state  income 
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taxes  accruable  in  the  prior  year.  This  re- 
sulted in  an  excess  deduction,  computed  as 
follows : 

Deducted  on  return,  state  income  tax  accruable  in  1940.. ..$2,065.58 
Correct  state  income  tax  accruable  1941 1,051.82 

Excess  deduction  $1,013.76 

Schedule  2— Year  Ended  12/31/41 
Computation  of  Tax 

Net  income,  from  Schedule  1 $24,910.13 

Less:  Personal  exemption  $1,500.00 

Credit  for  dependents  400.00         1,900.00 

Surtax  net  income  $23,010.13 

Less:  Interest  on  Government  obligations 545.91 

Balance  subject  to  normal  tax $22,464.22 

Normal  tax  at  4%  $    898.57 

Surtax  on  $23,010.13 5,764.46 

Total  tax  6,663.03 

Correct  income  tax  liability  6,663.03 

Tax  assessed  6,384.09 

Deficiency  $      278.94 

[Penciled]:  25,066.50 
2 

501.330 
[Penciled]:  24910.13 
20 

498.20260 
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PLAINTIFF'S  EXHIBIT  No.  19 

Treasury  Department 
Internal  Revenue  Service 

Seattle  4,  Washington, 
November  6,  1944. 
Seattle  Division 

[Stamp]  :  Ross  B.  Hammond  Co.,  Received  Nov. 
7,  1944. 

Mr.  Ross  B.  Hammond 
1241  N.  Williams  Avenue 
Portland,  Oregon 

Dear  Mr.  Hammond : 

I  enclose  a  copy  of  the  report  of  the  examination 
of  your  income  tax  returns  for  the  years  shown  be- 
low. After  consideration  by  this  office,  the  follow- 
ing adjustment  of  your  tax  liability  appears  to  be 
warranted,  for  the  reasons  stated  in  the  report: 

Year:  1941;  Overassessment,  $6,536.10. 

If  You  Agree  to  this  adjustment,  the  enclosed 
form  of  acceptance  should  be  executed  and  for- 
warded to  this  office  promptly,  in  order  that  a  cer- 
tificate of  overassessment  may  be  issued  without  un- 
necessary delay. 

If  You  Do  Not  Agree  to  the  proposed  adjustment, 
you  may  file  a  protest  executed  in  triplicate  under 
oath,  with  this  office,  within  30  days  from  the  date 
of  this  letter,  stating  the  grounds  for  your  excep- 
tions. Any  protest  so  filed  will  have  careful  consid- 
eration and,  if  you  so  request,  an  opportunity  for 
a  hearing  in  this  office  will  be  granted  you.    This 
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office  will  be  pleased  to  answer  any  questions  which 
may  occur  to  you  in  your  examination  of  the  en- 
closed copy  of  the  report. 

Should  you  fail  to  file  with  this  office  within  the 
30-day  period  mentioned  either  an  accej^tance  of 
the  adjustment  on  the  enclosed  form  or  a  written 
protest,  a  recommendation  will  be  made  to  the  Com- 
missioner of  Internal  Revenue  that  a  certificate  of 
overassessment  be  issued  in  the  amount  stated 
above. 

Your  prompt  acknowledgment  of  the  receipt  of 
this  letter  and  related  papers  upon  the  enclosed 
form  will  be  much  appreciated. 

Respectfully, 

/s/  S.  R.  STOCKTON, 

Internal  Revenue  Agent  in  Charge. 
Enclosures : 

Report  of  examination. 
Form  of  acceptance. 
Form  of  acknowledgment. 
JAS:MP 

Statement  of  Total  Tax  Liability 

Name  of  Taxpayer,  Ross  B.  Hammond. 
Date  of  Report,  August  29,  1944. 
Examining  Officer,  W.  Gr.  Williams. 

Index : 

Year,  1941:  Liability  Tax,  $126.93;  Previously 
Assessed*,  Tax:  $6,663.03;  Adjustments  Proposed 
in  This  Report,  Tax,  Overassessment:  $6,536.10. 
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*Smmnary  of  Adjustments  of  Assessments 

Year  19.. 

Originally  assessed— No.  519000 $6,384.09 

Deficiency  assessed,  1943  to  Apr.  30 278.94 

Net  Previous   Assessments $6,663.03 


Preliminary  Statement 

The  overassessment  is  caused  by  the  improper 
accrual  on  the  return  of  Oregon  State  income  taxes. 

The  taxpayer  filed  claim  for  refund  on  Form  843 
based  upon  an  additional  accrual  of  Oregon  State 
income  tax.  The  claim  is  held  allowable.  The  over- 
assessment  claimed  was  increased  in  this  report  by 
reason  of  reallocation  of  i^rofits  derived  from  con- 
struction contracts,  a  portion  of  the  profits  reported 
for  1941  being  held  properly  taxable  for  1942. 

The  changes  made  in  this  report  were  explained 
to  Mr.  Robert  T.  Jacob,  agent  for  the  taxpayer. 
An  Agreement  Form  w^as  not  signed. 

The  taxpayer  was  married  and  living  with  his 
wife  during  the  entire  year  1941.  Credit  for  de- 
pendency was  claimed  for  total  support  of  the  tax- 
payer's aged  father,  who  was  physically  incapable 
of  self-support. 
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Schedule  1— Year:  1941 
Item  Adjustments 

Original  Deductions 

*             R.A.R.  from  Income            Corrected 

3.    Interest $      195.69  $      195.69 

8.  Business 24,633.89  $20,448.39              4,185.50 

9.  Farm  income 2,223.29  2,223.29 

10.  Total  income $27,052.87  $20,448.39  $  6,604.48 

11.  Contributions 350.00  350.00 

12.  Interest 452.47  452.47 

13.  Taxes 1,340.27  1,172.43  2,512.70 

17.    Total  deductions $  2,142.74         $  1,172.43  $  3,315.17 

22.    Net  income $24,910.13         $21,620.82  $  3,289.31 

Schedule    1-A— Year   1941 

Explanation  of  Items 

Item  8 — Business  Income 

The  taxpayer  computed  business  income  as  fol- 
lows: 

Income  from  construction  contracts $49,574.91 

Rental  of  equipment  4,500.00 

Interest  received  96.14 

Discounts  taken  1,281.18 

Miscellaneous  income  309.76 

Gain  on  sale  of  fixed  assets 782.53 

$56,544.52 
Less:  Overhead  expenses 31,478.02 

Net  income  reported  from  business $25,066.50 

Gain  on  exchange  of  automobile  held  non-taxable  in  the 

original  RAR  432.61 

Amended  net  income  from  business,  original  RAR $24,633.89 
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In  Exhibit  "A",  RAR  on  examination  of  the  1943 
return,  the  profits  from  construction — contracts  al- 
locable to  1941  are  reduced  as  follows: 

Milwaukee  Housing  Project  Job.  No.  207: 

Profit  per  books  and  return %  7,725.91 

Profit  as  amended 4,728.33 


Decrease $  2,997.58 

Troutdale  Aluminum  Plant — Job  No.  208 : 

Profit  per  books  and  return $23,544.42 

Profit  as  amended  6,093.61 


Decrease    $17,450.81 


Total  decrease  of  profit  reported  from  construction  con- 
tracts    $20,44^.39 


Amended  profit  from  construction  contracts S  4,185.50 

Item  13 — Taxes 

The  taxpayer  claimed  deduction  for  State  of  Oregon  in- 
come tax  in  the  amount  of %  2,065.58 

In  the  original  RAR  this  deduction  was  decreased  by  the 

amount  of  such  taxes  accruable  for  prior  years 1,013.76 

Balance  held  allowable  as  a  deduction $  1,051.82 

In  1943  the  Oregon  State  Tax  Commission  audited  the  tax- 
payer's 1941  State  income  tax  return,  assessing  as  a  re- 
sult thereof  additional  1941  tax  of  which  was  paid.  The 
additional  tax  is  held  to  be  a  deductible  accrual  as  at 
December  31,  1941 1,172.43 

Allowable  deduction  for  1941 $  2,244.25 
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Schedule  2 

Computation  of  Tax 

1.    Net  income,  from  Schedule  1  $3,289.31 

2.  Less:  Personal  exemption  $1,500.00 

Credit  for  dependents  400.00       1,900.00 

3.  Surtax  net  income  $1,389.31 

4.  Less:  Earned  income  credit 300.00 

5.  Balance  subject  to  normal  tax $1,089.31 

6.  Normal  tax  at  4  percent $43.75 

7.  Surtax  on  item  3 83.36 

10.  Correct  income  tax  liability 126.93 

11.  Tax  assessed  6,663.03 

12.  Overassessment  of  income  tax $6,536.10 

District  of  Oregon. 

Acceptance  of  Proposed  Overassessment 

The  following  overassessment  or  overassessments 
of  tax  are  hereby  accepted  as  correct : 

Taxable  year  ended,  1941,  income  tax  in  the  sum 
of  $6,536.10,  amounting  to  the  total  sum  of 
$6,536.10,  as  indicated  in  the  statement  furnished 
the  undersigned  taxpayer (s)  under  date  of  10/6/44. 

ROSS  B.  HAMMOND, 
Portland,  Oregon. 

Note :  The  execution  and  filing  of  this  acceptance 
at  the  address  shown  in  the  accompanying  letter 
will  expedite  the  indicated  adjustment  of  your  tax 
liability.    This  acceptance  is  not  an  agreement  as 
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Ijrovided  under  section  3760  of  the  Internal  Reve- 
nue Code. 

If  this  acceptance  is  executed  with  respect  to 
a  year  for  which  a  Joint  Return  of  a  Husband  and 
Wife  was  filed,  it  must  be  signed  by  both  spouses, 
except  that  one  spouse  may  sign  as  the  agent  for 
the  other. 

Where  the  taxpayer  is  a  corporation,  the  agree- 
ment shall  be  signed  with  the  corporate  name,  fol- 
lowed by  the  signature  of  such  officer  or  officers 
of  the  corporation  as  are  empowered  to  sign  for 
the  corporation,  in  addition  to  which  the  seal  of 
the  corporation  must  be  affixed. 


PLAINTIFF'S  EXHIBIT  No.  20 

Treasury  Department 
Internal  Revenue  Service 

Seattle  4,  Washington, 
November  6,  1944. 
[Stamp] :  Ross  B.  Hammond  Co.,  Received,  Nov. 
7,  1944. 

Seattle  Division 

Mr.  Ross  B.  Hammond 
P.  0.  Box  3901 
1241  N.  Williams  Avenue 
Portland,  Oregon 

Dear  Mr.  Hammond: 

I  enclose  a  copy  of  the  report  of  the  examination 
of  your  income-tax  returns  for  the  years  shown 
below.    After  consideration  by  this  office,  the  fol- 
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lowing  adjustment  of  your  tax  liability  appears  to 
be  warranted,  for  the  reasons  stated  in  the  report; 

Year,  1943;  Deficiency,  $145,537.77. 

If  You  Agree  to  this  adjustment,  the  enclosed 
form  of  waiver  should  be  executed  and  forwarded 
to  this  office  promptly,  in  order  to  permit  the  early 
assessment  of  the  additional  tax  and  to  stop  the  ac- 
cumulation of  interest.  Such  interest  will  cease  30 
days  after  the  receipt  of  the  executed  form,  or 
upon  the  payment  of  the  additional  tax  to  the  col- 
lector, whichever  occurs  first. 

If  you  desire  to  make  immediate  payment  of  the 
additional  tax  without  awaiting  assessment,  you 
should  forward  your  remittance  to  the  Collector  of 
Internal  Revenue  at  Portland  9,  Oregon,  enclos- 
ing this  letter,  or  a  copy  thereof.  Interest  on  the 
additional  tax  should  be  included  in  your  remit- 
tance, computed  at  the  rate  of  6  per  cent  per  annum 
from  the  due  date  of  the  first  installment  to  the 
date  of  pajrment. 

If  You  Do  Not  Agree  to  the  proposed  adjust- 
ment, you  may  file  a  protest,  executed  in  triplicate 
under  oath,  with  this  office,  within  30  days  from  the 
date  of  this  letter,  stating  the  grounds  for  your  ex- 
ceptions. Any  protest  so  filed  will  have  careful  con- 
sideration, and,  if  you  so  request,  an  opportunity 
for  a  hearing  in  this  office  will  be  granted  you  prior 
to  final  determination  of  any  deficiency  against 
you.  This  letter  is  not  a  final  notice  of  deficiency, 
and  this  office  will  be  pleased  to  answer  any  ques- 
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tions  which  may  occur  to  you  in  your  examination 
of  the  enclosed  copy  of  the  report. 

Should  you  fail  to  pay  the  additional  tax  to  the 
collector  of  internal  revenue  or  to  file  with  this 
office  within  the  30-day  period  mentioned  either  a 
waiver  on  the  enclosed  form  or  a  written  protest, 
final  determination  of  your  tax  liability  will  be 
made  and  a  notice  of  deficiency  will  be  sent  you 
in  accordance  with  the  provisions  of  law  applicable 
to  the  assessment  and  collection  of  income  and 
profits-tax  deficiencies. 

Your  prompt  acknowledgment  of  the  receipt  of 
this  letter  and  related  papers  upon  the  enclosed 
form  will  be  much  appreciated. 

Respectfully, 

/s/  S.  R.  STOCKTON, 

Internal  Revenue  Agent  in 
Charge. 
Enclosures : 

Report  of  examination. 
Form  of  waiver. 
Form  of  acknowledgment. 
JAS:MP 
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Name  of  Taxpayer,  Ross  B.  Hammond. 
Date  of  Report,  August  29,  1944. 
Examining  Officer,  W.  G.  Williams. 

Statement  of  Total  Tax  Liability 

Index : 

Year:  1943;  Adjustments  Proposed  in  This  Re- 
port, Tax,  Deficiency:  $145,537.77. 


Preliminary   Statement 

The  cause  of  the  additional  tax  was  an  improper 
computation  of  profits  from  construction  contracts, 
and  the  claim  of  a  partnership  status  for  the  tax- 
payer's business,  Ross  B.  Hammond  Company. 

The  changes  made  in  this  report  were  explained 
to  Mr.  Robert  T.  Jacob,  agent  for  the  taxpayer. 
Agreement  Form  870  was  not  signed  by  the  tax- 
payer. 

The  taxpayer  was  married  and  living  with  his 
wife  during  the  entire  period  covered  by  the  ex- 
amination. Credit  for  dependency  of  the  taxpay- 
er's aged  father,  physically  incapable  of  self-sup- 
port. 

The  taxpayer  and  his  wife,  Katherine  S.  Ham- 
mond, filed  separate  returns.  The  entire  personal 
exemption  was  claimed  on  the  return  of  the  tax- 
payer ;  none  was  clauned  on  the  return  of  his  wife. 
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Schedule  1— Year:  1942 
^  Item  Adjustments 

Additions  Deductions 

Return          to  income  from  income         Corrected 

3.    Interest %          91.64  %          91.64 

6.  Farm  operation....      (2,688.19)  (2,688.19) 

7.  Annuities 20.04  20.04 

8.  (a)    Sale  cap. 

assets 1,751.09                              $2,377.71                (626.62) 

I       (b)    Sale  other 

assets (4,755.42)     %  4,755.42 

9.  Business 149,089.15       174,884.99                                323,974.14 

11.  Total  income $143,508.31     $179,640.41       $2,377.71         $320,771.01 

12.  Contributions 900.50  900.50 

13.  Interest 3,881.84  323.61  3,558.23 

18.   Total  deduc $     4,842.13     $        323.61  $  5,418.52 

22.    Net  income $138,666.18     $179,964.02       $2,377.71         $316,242.49 

Schedule  1-A 

Explanation  of  Items 

Item  8  (a) — Sale  of  Capital  Assets 

During  the  year  1942  the  taxpayer  sold  at  a  loss 
two  parcels  of  real  estate  which  were  not  used  in 
the  taxpayer's  trade  or  business.  The  loss  sustained 
was  claimed  in  the  return  at  100%  thereof  as  being 
sustained  by  a  sale  of  property,  other  than  capital 
assets. 

The  term  "capital  assets"  is  defined  in  the  In- 
ternal Revenue  Code,  effective  for  1942,  as  being 
property  held  by  the  taxpayer  (whether  or  not  con- 
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nected  with  his  trade  or  business)  but  does  not  in- 
clude stock  in  trade  of  the  taxpayer  or  other  prop- 
erty of  a  kind  which  would  properly  be  included 
in  the  inventory  of  the  taxpayer  if  on  hand  at  the 
close  of  the  taxable  year,  or  property  held  by  the 
taxpayer  primarily  for  sale  to  customers  in  the 
ordinary  course  of  his  trade  or  business,  or  prop- 
erty, used  in  the  business,  of  a  character  which  is 
subject  to  the  allowance  for  depreciation.** 

The  real  estate  sold  by  the  taxpayer  does  not 
fall  within  the  above-described  exceptions  and  must 
therefore  be  held  to  have  been  capital  assets  in  the 
hands  of  the  taxpayer.  The  deductible  loss  is  com- 
puted as  follows : 

Sale  price,  less  expenses  of  sale . .  $  1,389.90 
Cost    6,145.32 


Loss  sustained  on  sale $(4,755.42) 

50%  deductible,  the  assets  having 

been  held  more  than  6  months  $(2,377.71) 
Long  term  capital  gain  reported .     1,751.09 


Net  capital  loss  as  amended $    (626.62) 

Net  capital  gain  reported 1,751.09 

Reduction  of  income $  2,377.71 

Item  8(b) — Sale   of   Other   Than   Capital   Assets, 
$4,755.42,  Transferred  to  Item  8   (a). 
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Item  9 — Income  from  business. 

The  taxpayer  is  engaged  in  constructing  build- 
ings and  in  other  construction  work.  The  business 
is  carried  on  as  a  sole  proprietorship,  operating 
under  the  assmned  business  name,  Ross  B.  Ham- 
mond Company.  The  business  was  acquired  by 
the  taxpayer  December  30,  1937,  at  the  dissolution 
of  the  corporation,  Ross  B.  Hammond,  Inc.,  of 
which  the  taxpayer  was  the  sole  stockholder. 

The  year  1938  was  the  taxpayer's  first  year  of 
operation  of  the  business  as  a  sole  proprietorship. 
The  taxpayer  had  the  right  to  elect  in  that  year 
the  accoiuiting  method  to  be  used  as  a  basis  for 
reporting  the  profits  derived  from  long-term  con- 
struction contracts.  The  taxpayer's  books  were 
kept  on  the  accrual  basis.  Only  one  contract  was 
operated  in  1938,  the  construction  of  the  State  Capi- 
tol Building,  Salem,  Oregon.  Construction  under 
this  contract  was  begun  by  the  corporation  and 
completed  in  1939  by  the  taxpayer.  In  the  taxpay- 
er's 1938  return  the  profits  earned  from  the  con- 
tract were  reported  on  the  basis  of  percentage  of 
completion.  The  computation  was  made  in  the  re- 
turn by  estimating  the  total  profit  to  be  received 
from  the  contract,  applying  thereto  the  per  cent  of 
completion,  as  determined  by  the  engineers  (98.3), 
and  deducting  from  the  result  the  profit  reported 
by  the  corporation.  The  estimated  profit  was  de- 
termined by  subtracting  from  the  estimated  total 
income  from  the  contract  the  expenditures  made 
to  December  31,  1938,  plus  the  estimated  amount 
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to  be  paid  in  1939.    The  1938  profit  was  computed 
in  the  same  manner  in  the  taxpayer's  books. 

For  the  years  1939,  1940,  1941,  1942,  and  1943 
the  taxpayer  made  no  attempt  to  keep  the  books 
or  to  prepare  the  returns  upon  the  basis  of  percent- 
age of  completion.  The  contract  accounts  were 
kept  and  the  returns  prepared  upon  an  attempted 
accrual  basis.  Proper  accruals  were  not,  however, 
entered  in  the  contract  accounts  in  the  books.  The 
income  received  was  not  properly  accrued;  cost 
of  materials,  for  which  the  taxpayer  was  not  re- 
imbursed, was  not  set  up  as  prepaid  expense.  The 
lack  of  proper  accrual  accomiting  resulted  in  a 
distortion  of  profits  as  between  the  years  included 
in  the  period  of  construction. 

The  question  as  to  whether  the  taxpayer  may 
change  from  an  established  basis  for  reporting 
profits  derived  from  long-term  constructions  con- 
tracts to  a  different  basis  \\ithout  first  securing 
the  permission  of  the  Commissioner  was  decided 
in  the  case  of  Ross  B.  Hammond,  Inc.,  36  BTA 
498,  in  which  it  was  held  that  the  corporation  could 
not  change  from  the  completed  contract  basis,  upon 
w^hich  it  had  previously  filed  its  returns,  to  the  per- 
centage of  completion  basis.  Upon  which  the  re- 
turn under  examination  was  filed,  without  first  ob- 
taining such  permission. 

If  permission  has  been  granted  the  taxpayer 
to  change  his  basis  of  accounting,  evidence  of  such 
permission  has  not  been  made  available  to  the  ex- 
amining officer.  Regardless  of  whether  such  per- 
mission was  granted,  the  taxpayer's  method  of  ac- 
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counting  does  distort  the  yearly  profits.  It  would 
be  extremely  difficult  at  this  time  to  place  the  tax- 
payer's accounts  upon  a  true  accrual  basis  or  to 
determine  the  per  cent  of  completion  of  the  total 
of  any  contract  at  the  close  of  any  of  the  years 
under  examination.  The  engineer's  estimates  show 
the  per  cent  of  completion  of  each  of  the  many  com- 
ponent items  specified  in  the  contracts  not  of  the 
total  contract. 

Section  41  of  the  Internal  Revenue  Code  pro- 
vides: "The  net  income  shall  be  computed  upon 
the  basis  of  the  taxpayer's  annual  accounting  pe- 
riod *  *  *  in  accordance  with  the  method  of  ac- 
counting regularly  employed  in  keeping  the  books 
of  such  taxpayer ;  but  if  no  such  method  of  account- 
ing has  been  so  employed,  or  if  the  method  em- 
ployed does  not  clearly  reflect  the  income,  the  com- 
putation shall  be  made  in  accordance  with  such 
method  as  in  the  opinion  of  the  Commissioner  does 
clearly  reflect  the  income." 

The  distortion  of  profits  must  be  eliminated  in 
order  to  more  clearly  reflect  the  true  income  for 
each  of  the  years  under  review,  and,  as  neither  the 
true  accrual  method  nor  the  true  percentage  of  com- 
pletion method  can  now  be  strictly  applied,  the  only 
recourse  to  arrive  at  a  proper  and  proportionate 
profit  is  to  compute  the  yearly  profit  for  each  con- 
tract by  applying  to  the  yearly  income  of  each  con- 
tract the  per  cent  which  is  the  ratio  of  the  total 
profit  derived  from  the  contract  to  the  total  income 
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received  from  the  contract.  This  method  had  been 
applied  in  Exhibit  "A,"  and  approximates  the 
method  established  by  the  taxpayer  in  his  1938  re- 
turn. 

Salary  of  Son: 

The  taxpayer  employed  his  son,  William  A.  Ham- 
mond, in  his  business  operated  as  Ross  B.  Ham- 
mond Company,  paying  for  his  services  in  1942  a 
salary  of  $7,500.00.  On  December  31,  1942,  the  tax- 
payer caused  a  journal  entry  to  be  made  charg- 
ing Jobs  208  and  210  with  the  amomit  of  $37,- 
129.66,  which  was  credited  to  Accounts  Payable, 
on  behalf  of  W.  A.  Hammond.  W.  A.  Hammond 
had  no  personal  or  drawing  account  in  the  books. 
The  amount  remained  in  the  control  accounts  pay- 
able until  December  31,  1943,  when  the  amount  was 
transferred  from  Accounts  Payable  to  credit  of 
^'Ross  B.  Hammond,  Capital."  This  additional  sal- 
ary was  not  deducted  as  an  expense  in  the  determi- 
nation of  the  of  the  net  profit  from  the  business 
used  as  the  basis  for  division  of  profits  to  H.  M. 
Mason  and  A.  V.  Petersen.  The  salary  was  never 
paid.  In  Exhibit  "A"  the  amount  of  the  additional 
salary,  $37,129.66,  is  restored  to  income  received 
from  Jobs  208  and  210.  The  salary  paid  W.  A. 
Hammond,  in  the  amount  of  $7,500.00,  is  allowed 
to  remain  as  a  deduction  in  the  expenses  charged 
to  Jobs  208  and  210. 
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Net  profit  reported  in  the  return  from  contracts. 

Exhibit  A  $195,680.63 

Discounts  taken  1,515.57 

Profit  from  Job  204^not  listed  in  Exhibit  A 127.30 

$197,323.50 
Less:  Overhead  expenses,  not  allocated 

to  contracts  $  48,557.96 

Taxes,  deducted  on  line  14  of  the  return  323.61     $  48,234.35 

Amount  reported  on  line  9  of  the  return $149,089.15 

Amended  contract  profit.  Exhibit  A $370,889.23 

Add:  Discounts  taken  1,515.57 

Profit  from  Job  No.  204 127.30 

$372,532.10 
Deduct  unallocated  overhead  expense 48,557.96       323,974.14 

Increase  $174,884.99 

Item  14 — Taxes 

Taxes  deducted  on  line  14  of  the  return,  included 
in  the  unallocated  overhead  $48,557.96,  in  Item  9, 
above. 

Schedule  2 
Computation  of  Tax 

1.  Net  income,  from  Schedule  1 $316,252.49 

2.  Less:  Personal  exemption  $1,200.00 

Credit  for  dependents 350.00  1,550.00 

3.  Surtax  net  income  $314,702.49 

4.  Less:  Earned  income  credit 1,400.00 

5.  Balance  subject  to  normal  tax $313,302.49 

6.  Normal  tax  at  6  percent $  18,798.15 

7.  Surtax  on  item  3 233,196.04 

10.    Correct  income  tax  liability $251,994.19 
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Schedule  3— Year  1943 
^  Adjustments  to  Net  Income 

Income  Tax  Victory  Tax 

Net  Income  Net  Income 

Net  income  as  disclosed  by  return $125,662.41  $128,086.05 

As  corrected  78,224.01  80,647.65 

Net  adjustment  as  computed  below 47,438.40  47,438.40 

Nontaxable  income  and  additional 

deductions: 

(1)   Business  income  $  47,438.40  $  47,438.40 

Net  adjustment  as  above $  47,438.40         $  47,438.40 

Schedule  3-A 

Explanation  of  Items 

(1)     Business  Income 
Partnership 

At  the  time  the  1943  individual  return  of  Ross 
B.  Hammond  was  prepared,  Mr.  Hammond  also 
caused  to  be  prepared  and  filed  partnership  re- 
turns for  the  years  1942  and  1943,  to  conform  to 
a  partnership  agreement  entered  into  under  date 
of  February  3,  1942,  by  Ross  B.  Hanmiond  and  his 
son,  William  A.  Hammond.  The  partnership  agree- 
ment was  predicated  upon  the  sale  by  Ross  B.  Ham- 
mond to  William  A.  Hammond  of  one-fourth  of 
the  net  assets  of  Ross  B.  Hammond  Company, 
W'hich,  prior  thereto,  w^as  a  sole  proprietorship 
owned  by  Ross  B.  Hammond.  Partnership  profits 
were  to  be  distributed,  75%  to  Ross  B.  Hammond, 
and  25%  to  William  A.  Hanmiond.  Each  party  was 
to  have  an  equal  voice  in  the  control  of  the  business 
and  operation  of  the  partnership.    In  payment  of 
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one-fourth  of  the  net  assets  of  the  business,  Wil- 
liam A.  Hammond  gave  his  note  to  Ross  B.  Ham- 
mond. 

Ross  B.  Hammond  was  paid  a  yearly  salary  of 
$7,500.00,  which  was  charged  in  the  books  to  the 
account,  '^Office  Salaries."  December  31,  1943,  this 
amount  was  transferred  to  "Ross  B.  Hammond, 
Drawing. ' '  At  the  close  of  1943  the  entire  profits  of 
the  business  were  credited  to  the  account,  "Ross  B. 
Hammond,  Capital." 

The  individual  returns  of  Ross  B.  Hammond  and 
William  A.  Hammond,  prepared  for  1943,  each  re- 
ported their  distributive  shares  of  partnership 
profits. 

The  books  of  the  sole  proprietorshij)  were  con- 
tinued without  change  in  accounting.  The  drawing 
account  and  capital  account  remained  under  the 
name  of  Ross  B.  Hammond.  No  personal,  draw- 
ing or  capital  accounts  were  set  u^)  for  William  A. 
Hammond. 

Under  date  of  February  3,  1942,  Ross  B.  Ham- 
mond entered  into  agreements  with  H.  M.  Mason 
and  A.  V.  Petersen,  whereby  Mason  and  Petersen 
were  to  participate  in  the  profits  of  Ross  B.  Ham- 
mond Company  in  the  ratio  of  20%  in  the  case  of 
Mason  and  15%  in  the  case  of  Petersen.  These 
agreements  were  entered  into  by  Ross  B.  Hammond 
as  an  individual. 

The  salary  of  William  A.  Hanmiond,  $7,500,  was 
deducted  as  an  expense  of  the  bsuiness  to  determine 
the  profits  upon  which  were  based  the  participations 
of  Mason  and  Petersen.  This  salary  was  considered 
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adequate  compensation  for  the  services  of  William 
A.  Hammond  and  William  A.  Hammond  was  with- 
held from  both  Mason  and  Petersen. 

The  agencies  of  the  United  States,  with  which 
Ross  B.  Hammond  executed  construction  contracts, 
were  not  informed  of  the  partnership  status  of 
Ross  B.  Hammond  Company.  Ross  B.  Hammond 
represented  to  these  agencies,  by  affidavit,  that  he 
was  an  individual  operating  under  the  name  and 
style  of  Ross  B.  Hammond  Company.  Such  repre- 
sentations were  also  made  to  all  other  parties  with 
Avliom  Ross  B.  Hammond  executed  construction  con- 
tracts or  had  other  business  relations. 

Ross  B.  Hammond  represented  to  the  officials  of 
the  United  States  National  Bank  of  Portland, 
Oregon,  from  whom  he  borrowed  large  siuns  of 
money  for  use  in  his  construction  contracts,  that 
he  owned  all  the  assets  of  Ross  B.  Hammond  Com- 
pany. He  made  no  representations  to  the  bank  that 
Ross  B.  Hammond  was  being  operated  as  a  part- 
nership. 

The  bonds  required  of  Ross  B.  Hammond  in  the 
execution  of  his  construction  contracts  were  exe- 
cuted by  the  General  Casualty  Company  of  America. 
Ross  B.  Hammond  represented  to  the  bonding  com- 
pany that  the  assets  of  Ross  B.  Hammond  Company 
were  owned  solely  by  him. 

Subsequent  to  February  3,  1942,  Ross  B.  Ham- 
mond purchased  securities,  in  his  own  name,  with 
funds  of  Ross  B.  Hammond  Company.  In  January, 
1943  Ross  B.  Hammond  purchased  a  tract  of  real 
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estate  with  a  building  thereon,  at  1241  N.  Williams 
Avenue,  Portland,  Oregon,  the  site  of  the  present 
office  of  Ross  B.  Hammond  Company.  This  pur- 
chase was  made  with  fmids  of  Ross  B.  Hammond 
Company.  Title  was  passed  to  Ross  B.  Hammond. 

On  January  4,  1937,  Ross  B.  Hammond  filed  an 
assumed  business  name  certificate  with  the  clerk  of 
Multnomah  County,  Oregon,  making  affidavit  that 
he  had  the  sole  interest  in  or  the  sole  operator  of 
the  business  of  Ross  B.  Hammond  Company.  An 
assumed  business  name  certificate  showing  the  true 
owners  and  operators  of  the  business  of  Ross  B. 
Hammond  Company  to  be  Ross  B.  Hammond  and 
William  A.  Hammond  was  never  filed  with  the 
clerk  of  Multnomah  County,  as  required  by  Section 
43-504  of  the  Oregon  statutes  whenever  a  change 
in  ownership  occurs  in  any  business  operating 
under  an  assumed  business  name. 

The  checking  account  of  Ross  B.  Hammond 
Company  was  kept  in  the  United  States  National 
Bank,  a  separate  account  being  kept  for  each  of 
the  construction  contracts.  Checks  on  these  ac- 
counts were  signed:  "Ross  B.  Hammond  Company, 
by"  Ross  B.  Hammond,  or,  by  any  two  joint  sig- 
natures of  W.  A.  Hammond,  H.  M.  Mason,  A.  V. 
Petersen  and  Rosalie  Novak.  Thus,  W.  A.  Ham- 
mond was  given  no  more  authority  to  draw  on  the 
funds  of  the  business  than  was  granted  to  the  other 
employees  mentioned. 

It  is  held  in  this  report  that  the  partnership 
existed  only  in  form,  not  in  fact.  Ross  B.  Ham- 
mond represented  to  all  his  creditors;  to  the  bond- 
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ing-  company;  to  the  bank;  to  all  agencies  and 
jjersons  with  whom  he  did  business ;  and  to  his  em- 
ployees that  Ross  B.  Hammond  Company  was  a 
sole  proprietorship  and  he,  Ross  B.  Hammond, 
owned  all  its  assets.  Ross  B.  Hammond  retained 
sole  control  of  the  business.  W.  A.  Hammond  was 
not  permitted  to  exercise  any  control  as  a  part 
owner  of  the  business.  W.  A.  Hammond  contrib- 
uted no  capital  to  the  business.  The  services  con- 
tributed to  the  business  by  W.  A.  Hammond  were 
adequately  compensated  for  by  the  salary  paid 
him. 

It  is  held  that  all  the  profits  of  the  business, 
except  for  the  distribution  to  Mason  and  Peter- 
sen, are  taxable  to  Ross  B.  Hammond  in  his  indi- 
vidual return. 

The  business  income  as  amended  is  computed  as 
follows : 

Profits  from  construction  contracts,  reported  on 

l^artnership  return. 

Exhibit  "A"  S211,306.11 

Rental  of  equipment  $2,965.80 

Interest  received  2,755.59 

Discounts  taken  1,135.12  6,856.51 

$218,162.62 
Less  unallocated  overhead  expense: 

Salaries  and  wages $12,269.52 

Repairs    1,140.07 

Interest  paid  3,142.46 

Taxes  1,338.94 

Depreciation  3,312.16 

Other  deductions  20,779.08         41,982.23 

Partnership  net  income $176,180.39 
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75%  claimed  distributable  to  Ross  B.  Hammond $132,135.29 

Amended  profits  from  contracts,  Exhibit  "A" $127,322.61 

Add:  Other  income,  detailed  above 6,856.51 

$134,179.12 

Deduct:  Unallocated  overhead  expense $41,982.23 

Salary  of  W.  A.  Hammond,  considered  allow- 
able, not  deducted  in  the  partnership  re- 
turn        7,500.00        49,482.23 

Business  net  income  as  amended $  84,696.89 

Amount  reported  -  132,125.29 

Decrease    $  47,438.40 

Schedule  4— Year:  1943' 
Computation  of  Income  and  Victory  Tax 

1.  Income  tax  net  income,  from  Schedule  1 $  78,224.01 

2.  Less:  Personal  exemption  $  1,200.00 

Credit  for  dependents  350.00  1,550.00 

3.  Surtax  net  income  $  76,674.01 

4.  Less:  Earned  income  credit 1,400.00 

5.  Balance  subject  to  normal  tax $  75,274.01 

6.  Normal  tax  at  6  percent $  4,516.44 

7.  Surtax  on  item  3 41,545.29 

8.  Total  income  tax  (item  6  plus  item  7)  or 46,061.73 

Total  alternative  tax.  Schedule  3 $  46,047.73 

10.  Balance  of  Income  Tax $  46,047.73 

11.  Victory  tax  net  income $80,647.65 

12.  Less:   Specific  exemption 624.00  , 

13.  Income  subject  to  Victory  tax 80,023.65  ; 
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14,  Victory  tax  before  credit  (5  percent 

of  line  13)   S  4,001.18 

15.  Less:  Victory  tax  credit 600.00 


16.  Net  victory  tax  3,401.18 

17.  Net  income  tax  and  victory  tax 49,448.91 


18.    Income  tax  for  1942,  Schedule  2 $251,994.19 


19.  Amount  of  item  17  or  18  whichever  is  larger $251,994.19 

20.  Forgiveness  feature   (not  to  be  used  if  either  item 

17  or  18  is  $50  or  less)  : 

(a)  Amount  of  item  17  or  18  which- 

ever is  smaller $49,448.91 

(b)  Amount  forgiven    ($50  or  %  of 

(a)   whichever  is  larger) 37,086.68 

(c)  Amount  unforgiven  12,362.23 


21.  Total  income  and  victory  tax  liability $264,356.42 

22.  Income  and  victory  tax  liability  disclosed  by  return  118,818.65 

23.  Deficiency  in  income  and  victory  tax 145,537.77 

Schedule  5 
Computation  of  Alternative  Tax 

Long  term  capital  gain: 

Real  estate  b.o.f.  9/18/42  for $  4,200.00 

Sold  9/3/43   for 4,300.00 


Long  term  capital  gain $      100.00 


Taxable  gain,  50%  of  $100.00 $        50.00 


Net  income.  Schedule  1  •- $78,224.01 

Long  term  capital  gain 50.00 


Ordinary  net  income  $78,174.01 

Personal  exemption  $1,200.00 

Credit  for  dependents  350.00         1,550.00 


Balance,  surtax  net  income  $76,624.01 

Earned  income  credit 1,400.00 
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Balance  subject  to  normal  tax $75,224.01 


Normal  tax,  6%  of  $75,224.01 $  41,513.44 

Surtax   41,509.29 


Partial  tax $46,022.73 

50%  of  $50.00 25.00 


Alternative  tax  $46,047.73 
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Schedule  6— Year:  1943 

Modified  Exhibit  D 

Shown 
by  Return        As  Corrected 
1.    Total  income  and  victory  tax  liability  $118,818.65       $264,356.42 
Less: 

(a)  Income  and  victory  tax 
withheld   by  employer      None 

(b)  Income    tax    paid    on 

1942  income  $47,995.94 

(c)  Tax  paid  on  1943  in- 
come on  account  of  de- 
claration  of   estimated 

tax  56,310.76       104,306.70 


Less:  Previously  allowed $118,818.65 


3.    Deficiency  in  income  and  victory  tax $145,537.77 
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COLUMBIA  STEEL  CASTING 

PLANT— Job  No.  213:         1943  1944  Total 

Income  received  $375,430.50     $  35,139.81     $410,570.31 


Costs  charged  to  account : 

Labor  $  52,691.89     $     2,243.85     $  54,935.74 

Material 312,578.85  5,285.45       317,864.30 


Total  costs  $365,270.74     $     7,529.30     $372,800.04 


Net  profit  reported $  10,159.76     $  27,610.51     $  37,770.27 

Estimated  additional  equip- 
ment rental  1,100.00  1,100.00 


Amended  profit $  10,159.76     $  28,710.51     $  38,870.27 

Allocation  of  total  profit: 
38,870.27/411,670.31,  or 
9.4420875%  of  yearly  in- 
come         35,448.48  3,421.79        38,870.27 


Increase  (Decrease) $  25,288.72     ($25,288.72) 

OREGON  WOODWORKING 

Job  No.  214: 

Income  received  $     3,146.51 


Costs  charged  to  account 

Labor $     1,781.60 

Material 1,078.86 


Total  costs $     2,860.46 


Net  profit  reported — 

not  changed  $        286.05 

NORTHWESTERN  ICE  COM- 
PANY  PLANT— Job  No.  215: 

Income  received  $  51,583.98     $  15,198.59    $  66,782.57 
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Costs  charged  to  account :  1943  1944  Total 

Labor  S  44,793.07     $     7,375.69     $  52,168.76 

Material 6,790.91  2,053.57  8,844.48 


Total  cost  S  51,583.98     S     9,429.26     $  61,013.24 


Net  profit  reported None  S     5,769.33     S     5,769.33 

Allocation  of  total  profit  to 

years  in  proportion  to  the 

yearly  income: 

5,769.33/66,782.57,  or 

8.6389757% $    4,456.33  1,313.00  5,769.33 


Increase    (Decrease)    $     4,456.33     $  (4,456.33) 

CORNELUS  FLAX  PLANT 

Job  No.  216: 

Income  reported  $  99,373.53     $     2,626.00     S101,999.53 


Costs  charged  to  account: 

Labor  $  38,504.98     $        375.30     $  38,880.28 

Material  62.809.91  1.432.15         64.242.06 


Total  costs $101,314.89     $     1,807.45     $103,122.34 


Net  profit  reported $  (1,941.36)   S        818.55     S  (1,122.81) 

Allocation  of  total  net  loss 

to  years  in  proportion  to 

yearly  income: 

1,122.81/101,999.53,  or 

1.1007991%  $  (1,093.90)   $        (28.91)   $     1,122.81 


Increase  (Decrease)  S        847.46     S      (847.46) 

KAISER  RESERVE  WARE- 
HOUSE—Job  No.  217: 
Income  received  $  87,300.25     $110,397.75     $197,698.00 
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Plaintife's  Exhibit  No.  20— (Continued) 
Exhibit  A — (Continued) 

Costs  charged  to  account :  1943  1944  Total 

Labor  $  20,751.44     $  24,183.24     $  44,934.68 

Material  63,133.95         70,436.57       133,570.52 


Total  costs $  83,885.39     $  94,619.81     $178,505.20 


Net  profit  reported $     3,414.86     S  15,777.94     $  19,192.80 

Allocation  of  total  profit  to 
years    in    proportion    to 
yearly  income: 
19,192.80/197,698.00,  or 
9.7081407   8,475.23         10,717.57         19,192.80 


Increase    (Decrease)    $     5,060.37     $   (5,060.37) 

NEGRO  PERSONAL  SERVICE 
BUILDING— Job  No.  220 

Income  received  $     7,559.00     S     7,283.00     $  14,842.00 


Costs  charged  to  account : 

Labor  $     2,082.56    S     1,461.75     $     3,544.31 

Material  2,678.88  7,064.25  9,743.13 


Total  cost  $     4,761.44     $     8,526.00     %  13,287.44 


Net  profit  reported $     2,797.56     S   (1,243.00)   $     1,554.56 

Allocation  of  total  profit  to 

years    in    proportion    to 

yearly  income: 

1,554.56/14,842.00,  or 

10.47406%   791.73  762.83 

Increase  (Decrease)  $   (2,005.83)   $     2,005.83 


SUMMARY:  Job  No. 

Milwaukee  Housing  Project 207 

Troutdale  Aluminum  Plant 208 

Bonneville  Control  House 209 

Guilds  Lake 210 

University  Homes  Housing  Project 211 

Columbia  Steel  Casting  Plant 213 

Oregon  Woodworking 214 

Northwestern  Ice  Company  Plant 215 

Cornelius  Flax  Plant 216 

Kaiser  Reserve  Warehouse 217 

Negro  Personal  Service  Building 220 


Totals 

To  Item  9,  Schedule  1-a  (Bu 


Plaintiff's  Exliibit  No.  20— (Continued) 
Exliibit  A — (Continued) 


1941 

Profits 


Per  Books 

S     7,725.91 

23,54-1.12 


Amended 

t     4,728.33 

6,093.61 


Inc.  (Dec.) 

S  (2.997.58) 

( 17,450.81 ) 


To  item  14,  (Taxes)  Schedule  1-a 

Treated  by  taxpayer  as  a  partnership  distribution  to  W.  H.  Ham 
Treated  as  a  partnership  by  taxpayer  distribution  to  W.  H.  Ham 
Treated  by  taxpayer  as  a  partnership  distribution  to  taxpayer.. 


nd,  taxpayer's 
nd,  taxpayer's 


1942 
Profits 


Per  Books 
$  22,630.17 
18,923.91 
6.408.60 
114,750.28 
32,967.67 


Amended 
$  32,686.72 
126,131.20 
6,408.60 
162,933.45 
42,729.26 


$  31,270.33        $  10,821.94        8(20,448.39)  $195,680.63 


lie.  (Dec.) 
$  k056.55 
1(17,207.29 


48,183.17 
9,761.59 


Sl?5,208.60 
1?4,884.99 


1943 

Profits 

Per  Books  Amended 

$     7,058.97  

112.015.18        S  31,541.11 


24,765.85 

52,749.24 

10,159.76 

286.05 

(1,941.36) 
3,414.86 
2,797.56 


4,429.93 
42,987.65 
35,448.48 
286.05 
4,456.33 
(1,093.90) 
8,475.23 
791.73 


$211,306.11         $127,322.61 


alary.. 


Inc.  (Dec.) 
S  (7.058.97) 
180,474.07) 


25,288.72 

4,456.33 

847.46 

5,060.37 

(2,005.83) 

8(83,983.501 
(47,438.40) 


..$(36,545.10) 
..  ( 7,500.00) 
..(132,135.29) 


Total  ))arlnersbip  net  i 


■eported  on  Form  1065  (See  Schedule  S-a) 
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Plaintiff's  Exhibit  No.  20— (Continued) 
EXHIBIT  B 

Analysis  of  Capital  Account 

Dr.  Cr.  Balance 

12/31/40     Balance   $18,138.19 

12/31/40     Drawings  $28,508.67 

12/31/41     1941  profits $25,066.50 

12/31/41     Balance   14,696.02 

12/31/42     Drawings  8,451.17 

12/31/42     1942  profits  148,765.54 

12/31/42     Balance  155,010.39 

12/31/43     Trf.  credit  from  accts. 

pay— 1942  37,129.66 

12/31/43     1942  drawings  R.B.H. 

restored  8,451.17 

12/31/43     1943  profits  176,180.39 

376,771.61 
12/31/43     R.  B.  Hammond,  Draw- 
ing— not  closed  at 
12/31/43  to  R.  B. 
Hammond,  capital    127,054.01 
12/31/43     Actual  balance  249,717.60 


t>;^u 


FORM  1040 

Traasurv  Ocpartmsnt 
Internal  RavMu*»^4vrvl<-< 


UNITED  STATES 

INDIVIDUAL  INCOME  TAX  RETURN 


1942 


OPTlllKtL  FORM  104(H  M»l  Bf  Fll  Ml  IN 
BEPORTKI)  ON  THt  CtSH  BIMS  FDR  THb 
AND  CONSISTS    H  Hill  It    OF    S»L«Rr.   »  «' 

SERVICF.S.  DIH1)FN[)S,   IMERF.ST  OR   UNNLITILS 


OF  THI«  FORM  \Y  (,RO^S  INtOMt  IS 
1)^R  VKR,  IS  NOT  MORI  TIUN  H.OOO 
THF.R    (OMPINSVTION     FOR    PtRSON*L 


FOR  CALENDAR  YEAR   1942 

or  fiscal  year  beginning  Vtj'/?,  /     .  1942,  and  ending  x/a/?../      ,  1943 


PRINT  NAME  AND  ADDKKSS  PLAINLY.     (Se«  Instruction  C) 

.^//>^/  K^/^r^r^  

(Nam*)      (Uia  |i'«n  amm««  «l  b«lh  buiband  and  oil*,  il  'hu  it  ■  fami  return) 

.<;r.ZS..S:.^-.S^'^^^e 

^■^--^        J    /               J             (Str««l  and  niiinl»«r.  sr  riual  rwilal 
I  Poll  »)*<») IOmMtI 


'9^ 


(Sacitl  Sacitfi(7  maibar.  if  aof) 


J  (Nama  anJ  addraaa  at  a|Bftl«r*0 


(Do  not  u 

clhcs 

C   •p«CCi) 

F.l. 

r]_:j  -i 

No 

Diitnct 

(Caahier'i  Sump) 


Cmjh-Ch«k-M.  0. 


yZSfJ^. 


lii«n«u<».No.  -  ,       (  ^,    -— 

1.  Salaii«r«I<J  o(}»er  cotopeowtiofc  for  personal  services.  S./^JT't''?.  .'..  $.. 

2.  Divid»0fcls.^...V ^  

3.  Interest  bn  bank  deposit*,  note*,  etc _ _ 


4.  Interest  on  corportlbn  tonds,  etc $... $. 

5.  Interest  on  Government  obligations.  «tc.: 

(a)  From  line  (A).  Sthedule  A $ $  . 

(A)  From  line  (0.  Schedule  A  $ % 

6.  Rents^and  royalties.     (Frem  Sci«<iufc  B). _ 

7.  Annuities         


8.  (a)  Net  gain  (or  loss)  from  sale  or  exchange  of  capital  assets.    (Fcoa.  Schedule  n 
(A)  Net  gain  (or  loss)  from  sale  or  exchange  of  property  other  than  capita!  assets.    (Fro 

9.  Net  profit  (or  loss)  from  business  or  profession.    (Fr«»  Schcduk  H) 

(State  total  receipts,  from  line  I,  Schedule  H,  $ ) 

10.  Income  (or  loss)  from  partnerships;  fiduciary  income:  and  other  income.    (Fn 

11.  Total  income  in  items  I  to  10 

DEDUCTIONS 

12.  Contributions  paid.     (E«pUm  m  ScbeJui.  Q 

13.  Interest.     (E«>Ui.  u.  Stl«<iuU  C) 

M.    Taxes.       (Ejpl^  m  Seheduk  C).. 

15.  Losses  from  fire,  storm,  shipwreck,  or  other  casualty,  or  theft.    (Ei^kia 

16.  Bad  debts.     (EipUin  »  SJ-dui.  o 

17.  Other  deductions  authorized  by  law.     (E«>ki.  m  Urimhli  C) 

18.  Total  deductions  in  items  12  to  17 

19.  Net  income  (item  II  minus  item  18)   


.^sf{^<y. 


y.7.s^js.. 


-SSJ... 


OQ. 


COMPUTATION  OF  TAX 


20.  Net  income  (item  19  above) 
21 


Less:  Personal  exemption. 

(Fnao  Scholuk  O- I ) 

Credit  (or  dependents. 

(Frcoi  Scl>«lulc  D-2) 


vuaa 


y...7.aaJ:if 


jss:o.. 


23.  Balance  (surtax  net  income)   .. 

24.  Less:  Item   5  (o)  above....  $ 


25. 


Earned  income  credit.   .       _ 

(Fran  Sdwluk  E-1  or  C-2)'         Y/Z^ 


iir. 


26.  Balance  subject  to  normal  tax 


i.j:i^.s.rfr 


.7j2a^S. 


$   -97^7  ^i 


il.  Normal  tax  (6%  of  item  26) 

28.  Surtax  on  item  23.     (s«  liiim«i«»  a). 

29.  Total  (item  27  plus  item  28) 

30.  Total  tax  (it<s  n  o>  Uix  16.  Sci»iub  F) 

•<9l.  Less:  Income  tax  paid  at  ^ 


source 

lacofnc  tAl  p«td  to  ■  foro^ 
country  or  U  S.  puitw 
(All^Fonn  |T|«).. 


33.  Balance  of  tax  (It™  JO  • 


■  11  and  in. 


.Zl^H/^. 


y 


I/we  dedu-e.  under   the  penalties  of  penury,  that   thii  return  (including  any  accompanying  ichedulei  and  itatement*)  has  been  examined  by  i 
and  to  the  beat  of  myour  knowledge  and  belief  ii  a   true,  correct,  and   complete  retuxj^^^adc  itt^iati  faiti>Kfor 
Internal  Revenue  Cooe  and  the  regulatioru  luued  under  authority  thereof. 


A  (etiio'  than  taspa)r«  or  afciu) 


te  returjii^adc  irH^4*ti  faitiirvfor  thtf  taxable  year  itAted,  purauant  to  the 


>  or  enpkiye/.  iJ  *ay) 


A  rMar;  ami,  ht  • 


ivii 


ri2i 


SchaduU  A— INTEREST  ON  GOVERNMENT  OBLICiATIONS,  ETC.     (Sm  Inatnietion  S) 


I.  Oblitatiom  of  Moaitm 


(a)  Obl.jitioru  ol  •  Suic,  Territory,  or  poiitic-al  tubdivuion  thrrt- 

ol.  or  th<  Diitnct  ol  Columbia,  or  United  Stttn  poumiora 

(i)  Obligitionl  luuerj  prior  to  March  I.  1941.  ur>der  Federal  Farm 

Loan  Act,  or  under  luch  Act  aa  amended 
(c)  Obligation!  o<  Uruted  Sutra  luued  on  or  before  September  I. 

1917     .  _ 
W  Trea.ury  Note.  iMued   prior   to  December  1.   1940.  Trea.ury 
Billi  and  Treaiury  Certificatei  ol  Indebtednesi  lUued  pnor 

to  March  1.   1941  

(a)  United  Statei  Sanngi  Bonda  and  Treaaury  Bonda  iaaued  pnor 

to  March  I.  1941 

(/)  Obligation!  oi  in»tr\jmenulitie»  o(  the  Uiuted  Sulea  (other 
than  obligaUoni  to  be  reported  in  (4)  above)  iuued  pnor 

to  March  1.  1941 

(l)  Dividendi  on   ihare   accounU   in   Federal   tavinfi  and   loui 
auociatiotu  in  caae  of  iharea  iaaued  prior  to  March  28,  1942. . 


lllllllllllll 


Kccrucd  di^iils  t^  yrat 


AU 

AU 

AU 

All      . 
tSJ)00 


iiiiiiii 

tSlIIIII 

ilitiiii 
iiitiiii 


(*) 


Total  (enter  m  itqp  5  («X  P»f  0- 


(/)    TreMury  Noto  iaaued  on  or  ther  December  I.  1940.  and  abli(a<»na  iaaued  on  or  after  March  I.  1941.  by  the 


United   Sutca  or  any  afcxKy  or  loatrumcntality  thereof  (enter  amount  ot  mtercst  4J  iton  5  {i).  page  I).. I  $.. 


Scli«duU  B.— INCOME  FROM  RENTS  AND  ROYALTIES.     (S—  ln«tructlon  6) 


I.  ICadW^^BIJ 


1 1— . 


i   Otla>< 


am  oToJuaBi  1  4.  ud  S) 


Emanation  vt  deductions  claimed  in  columna  4  and  5. 


ScheduU  C— EXPLANATION  OF  DEDUCTIONS  CLAIMED  IN  ITEMS  12,  13.  14.  15,  1«,  AND  17 


J&t 


iJ!L/i 


12,^  JI!ntQ-MAx>^tntsriC«Jhmx^Ll\  A^c  !|    /.IT 

„Z-S jrcirffa^/iin>^MJm/i»/JMJf irf\s3U/S 

_/4 ^M&t  J^Jue^Cj/i-.^M. ViiLr<»  ip./y.. 

.^^ ^^^^emr^j/M/c&f I MfSfS.j.../^... 


S^^fC  Jact^n£../4rA(. 


.2S/Z. 


si 

./J 


.»f/«*? 


7C. 


y 


Sch«duU  DT— EXPLANATION  OF  CREDITS  CLAIMED  IN  ITEMS  21  AND  22.     (S—  Inatructlona  21  mni  M) 


(1)  PaJMWiaa  E»liipttoii 


Sinfle,  or  marr>ed  and  not  livmf  with  huabaod 
or  wife,  ai>d  not  head  of  family 

Married  and  bying  with  huaband  or  wife 

Head  d  family  (explain  below). 


JLZ 


JJifiJt  91 


(S)  Cradit  for  Dspanclanta 


A^c^ 


.^. 


tfJfJL 


Reaaon  for  lupport  if  16  ymt% 
or  ovtr  


.Z2.. 


y 


\..-3JLf..  «W. 


Sch>dul«  E,— COMPUTATION  OF  EARNED  INCOME  CREDIT.     (S—  Inatructlon  25) 


Net  income  (item  19.  page  I) 

Lamed    income   credit   (10%  of    net 


(S)  If  your  laat 


Earned  net  income  (not  more  than  114.000) 

Net  income  (item  19,  page  I) . 

Earned  income  credit  ( |0%  o*  earned  net  inoomc  or  10% 
of  net  mcome,  above,  whicbever  amount  la  amallcr, 
but  do  not  enter  leaa  than  t)00)  


%  7Sffa  \v 


Tfffi. 


I.    Did  you  6le  a  return  for  any  prior  year)    .jL^Ji, If  ao,  wbat  war 

the  latMlvear?  Jf'9./..      To   wluch  Collector'!  oCce   wu  il  acnt? 

y^/y^/ro/^  C^yjceao 

V  made  for  tke^garrcDt  year,  iIaU: 


QUESTIONS 

4.    Wu  the  rate  of  your  uUry  or  wkge* 
3.  1942,  and  before  tKc  end  of  your  t 


tad  or  wife TTTT. 

jtion,  if  any,  claimed  thereon 

c  to  which  it  wa«  Knt 

turn  was  prepared  on  the  cash  |i>t^  *<;f 


drcrcaaed  after  October 

„>   /Pa    


V    Did  you  recetra  during 
taaable    otKtf    than 

H)>    V/a 

amount  of  »uch  UKon 
6  Did  you  »t  any  lime  d 
»ny  itock  of  •  foreif 
f^nrd  by  Mction  501  i 
ilUfh  ataemfnt  -r<i« 


o<:^ 


FORM  1040 


latanukl  I*        Tnilm 


^  UNITED  STATES 

mmm  WCOME  AND  VICTORY  TAX  RETURN 


iMU  MAI  K  nuD  mnuD  or  tms  rovt  m  cioss  mpohw  ■«  I 

nit  CASH  Mas  P0«  TM  CALENDAI  TEAI.  UNOT  MOU  THJJtn^ 


FOR  CALENDAR  YEAR  1943 


mbaijm\,^mt.                         YtCmim^ 

—^m 

ALFRED  V.    PETERSEN 

>o 

62A  S.   S.   52nd  Avenue 

Portland  15,                  Oregon 

<«»--»                                 «fc-* 

.  Const.  Supt. 


-  -      ^i>o-"^-fl"  6 


COMPUTATION  OF  NET  INCOMK 


(D.1 


1943 


-.  ^',/l'"  ^"  '9''* 


-tt-^<X 


WmvT.NmIm. 


mOOME 


LSdkaWv 


g.«.«J,^. 


md  Co. 


:  W  L  Q 


-MU-+- 


TouL 


^fHr 


Deduct  ble 


Lm 


Portland  8,  Oregon 


t      7,$0D 


» 


I  aktr  deduetMe  »«|i«n—« 


y       7,S0Q. 


"3.  luUmt  Ml  fytiwfcWda  bank  tiepontt.  note*,  etc 

4.  Intcrcct  on  Goveranicnt  "*J'g'»^«"*L  etc:  (a)  From  line  A(8X  ?W4wAilf  A. 


JStj. 


12. 


}k  Annuitie*_ 


(»)  Fran  Ikie  B  ($)  ami  (3X  SdMUt  A. 


6.  (a)  Net  tain  (or  Iom)  from  nle  or  cxchanfe  of  capital  atteta.    V<m  MaAfc  n. 


(i)  Net  faiD  (or  Iom)  from  tale  or  enJiMice  of  profxrty  other  tkiD  capital  aMClk    fftaa 
7.  Rent*  and  royaltie*.    <Fr»5*i*jiC(i)) 


ft.  Net  profit  (or  Iom)  from  buiinea*  or  prof e«ion.    ff\  i»1*iii*CCU» 

(StaU  total  recetpta.  from  line  I,  Schedule  C(2)  I. 

9.  Ineame  (or  Ion)  from  partncnhipa;  fiduciary  imme:  and  other 

10.  Total  inoonte  in  item*  I  to  9. 

DEDUCTIONS 

11.  Contributiana. 

12.  Intercat.    r»'  'i  '  "  ' '  '7  Om 

13.  Taaca.    (r^iii.bii  iiiiO  o«ia 

M.  LoMet  from  6re.  (tana,  thipwreck.  or  other  caiualty,  or  tfaA.    g|>i  h; 
15.  Medical,  dental  etc.  cxpenae*.    <yi^i»i.iiiHiHiL ! 


illaJMivVlM^TM 


hliliilliO- 


16.  Other  deductiooa  authorized  by  law. 

17.  Total  deduction!  in  itemi  1 1  to  16 

18.  Income  Tax  net  income  (Item  10.  col.  I,  leM  item  17.  coL  I).. 

19.  Vietery  Tai  net  inccroe  (item  10.  coL  2.  leia  item  17.  col.  2)_ 


>  7«y» 


DO 


XL. 


$ 2*500. 


saxii B  a 


zzx  a lai 


INCOME  AND  VICTORY  TAX 

20.  Unpaid  balance  <d  1943  Income  and  Victory  Tax  (from  line  22.  pa|c  4).. 


21.  You  may  poctpone.  until  not  later  than  March  15.  I94S,  pajrment  of  die  amawnt  you  owe  v^  to  oae4ialf 

tt  item  19  (c).  page  4.    Enter  the  amount  poatponad.    (For  pcraoo*  whoaa  awtax  net  iaooac  for  1942 
or  1943  eaceeded  $30,000.  tee  Schedule  L-I) 

22.  Amount  paid  with  this  return  (item  20  IcM  item  2IX- 


If  the  total  of  your  paymcnU  Qkm  21  (W)  on  pafa  4)  ia  lufcr  diaa  your  tax  (Jine  20  on  p^^ 

4),  enter  the  ditference -  

Indicate  by  acheckmark(V)  what  you  wmnt  dot  with  thiau»i«  payment:  RefvndittoiM  D: 
Apply  it  on  my  1944  eatimated  tax  P. 


ksxisiz  Lxi 

BVIXIIX      IS 

Z SIX SKI  is* 


ZLRafnaar 
Ga* 


»■■■  <0km  *»  M^wf  mi^minwm'^')  9>»*  Oil  III!   <il  n  ,    )  0m4 


fiafch.  t*«in— (i-.i.Wi»iii«>.»  — a»it^.«wi  ai  i    i«rf»».) 


SotMduk  D.— CONTRIBimONS.     (S«  Iiutnictloa  II) 


Sch««hiU  E.— INTEREST.     (Sm  InatruatUa  11) 


I.  r^  a^  jU*ai  W  OriHiMta 


....£QrUand.Jtoit£i.Hac.jn)fifii_- 

Tnfftfitile   P&ralysla   Fund 

TiihfiTTiilfi.sia    Ptind 


TttiL    (E^-»if  ii.>^i.tub<»«ui5%triiiir  i). 


-15.  .QQ 


i.QQ 


.27IQQ 


faqdentlAl  Insurance  Co. 

■■■itetrPDolitan  Insurance  Co. 


Total    (Enttt  w  item  12,  p*fi  O- 


SchMiul*  F.— TAXES.     (Sm  Inrtniatiaa  13) 


SdMduU  C— UBSS  in  OTHD  DOOCnOA    dm 


U^lf) 


Motor  _Vehicle  Tax  ^  li^^nse 
Telephone.  &..IeiegraE.h 

St<ate..Xncaae_j:aA. 

Rr.fipert.y..Iax«a 

JauL    (Eater  u  kaa  13.  p««>  I) 


_iqi_oo 
JzL2i 


-2534^ 


Overcoat  stolen 

Frozen'  motor  on  vehlclf i 


35 

IT 


oo_ 

'.20 


$ 401U9. 


20 


SdMduk  H^-MEOICAL,  DENTAL,  ETC..  EXPENSES.     (Sm  InatrucUoa  IS) 


I.  Nmi  .ad  A^«.  W  Pa 


■  I.  WkK  !>«;_«.  Va.  Ifc* 


•  Dm.  W  Actod  P>rBM 


1.  Tool  nadicml.  d^<«J.  etc.  <  i|»n«< » tttutHf  pud  (ikviag  t^)rev  u  tiiown  in  oobanD  3,  kbov«... 

2.  Anaunt  ncttvcd  dirini  fix  ytv  u  ^ll^^^lll»l  for  tucii  miiinn. .... 

3.  PijmuBt  for  Bcdkal  are  Dot  mummied  for  dviof  dx  jrtar  Oim  I  !•■  Sm  2) 

4.  Total  JDOOOM  in  ium  10,  pafc  1 

5.  Tau]<MuctkwcU^a«lnit<n>tl.  12,  13,  K  ud  16.  pi«a  I 

6.  Net  ineoaM  b^ort  doductioo  for  morliral.  d^iCal,  etc  'H'""t  (bic  4  loot  law  S) . 

7*5%  o<  line  6 

S.  Eiteoi  o<  line  3  orer  line  7.     (Eater  i«  item  1 5,  p«fe  I ■  wibiect  to  maiimimi  Knntirinn  )    (See  tnlnictica  IS)... 


$ 


SclMduU  I.— PERSONAL  EXEMPTION  AND  CREDIT  FOR  DEPENDENTS.     (SMTas  CompuUdos  Inatnictlaaa) 


Cr.dKkte.4 

UaiwII 

Kiwi 

ctrritcS 

Saflt,  or  manied  tad  not  brine  with  hueband 
or  Of*,  tad  not  bead  al  tuaij 

.J?Z 

*""  1720c 

'00 

Son 

12 

I  .  35c 

00 

H»d  <<  a  famOr  (eiplak  below) 

_      .          ..            ... 

::::::::::.:;::...." 

or  ow 

„ 



^. 



SchaduU  J,— COMPUTATION  OF  EARNED  INCOME  CREDIT.     (3—  Tnn  ComputaUoti  ln«trocdoe»a) 


(I)   If  TOUT  oat  In—mo  U  CS.OOO  «r  UM*.  lua  only  tUa  part       («    If  jrour  a^  Ineaena  U  MORE  tlwut  •a.OOO.  oaa  omlr  tllla  pwt 


of  acbartula 


of  «ch»«tiila 


Earned    ii 
abort). 


:  Oteta  I  &,  pafe  I ). 
cooc    crodit    (10^ 


Earaed  net  bKome  (not  more  than  $14,000) [  $..... Jji^.O^' 

Net  income  0**™  18.  paie  1) 9. 

Earned  mcocne  cndit  (t(J%  ^  earned  net  moame  or  10% 

d  net  LDcome,  aborc,  wfucbrrtr  imoiml  u  tmallcr.  but  ^nA 

do  »ot  enter  leae  tiiao  $300)  . I OfO. 


00_ 


10 


QUESTIONS 


I.  Did  jrou  Ue  •  rotm  for  any  prior  xear?  .YfiS. If  w,  what  war 

tk  lateM  ymt} ISUZ.    To  which  Collector'!  oftce  wae  it  eent^ 

£a,Tie.. 

1  U  you  daiined  credit  for  tax  paid  in  line  2 1  (c),  pa«e  4,  to  which  CoJloetar't 
oSce  wii  youi  dadaratiao  tent?  ^^Tlff 

3.  U  Mf)a/ate  retvn  wa«  made  for  the  current  year.  Mate: 

(«)  Name  <d  butband  or  wife 

(4)  Penonal  wifwirrinn.  ii  any.  dauned  thcreoo 

(c)  Collector's  o&cc  to  which  it  wm  Mnt 

4.  QMck  »  K..rK-    'I---  return  w%»  prcpa/ed  on  the  caeh  ^  or  accnaJ  ^  baoa. 


5.  Wat  the  rata  of  jrour  eajary  or 
taxable  year?  (Yea  or  No)  ... 


Tsr 


jncraatof  or  docnaoad  disiai  yaw 


6,  Did  you  receirc  durioi  yow  taxable  yaar  any  *■■"■■'»  d 
taxahle(eae  General  InotrvKtioa  IV  ..  ..NP  (/, 
•howiai  Kxrce,  nature,  and  amount  d  euch  1 


7.  DmJ  you  at  aaT  tune  diami  yotv  taiabir  year  own  (hrectly 
any  Mock  or  •  fureigp  corporatiocL  or  ■   poioeiaj  hoAdini 

Afaled  by  eectm  Ml  erf  the  InceroaJ  flerenue  Codl>  .^Q. 
•o.  attach  Matemoif  rvQujrod  tiy  ixaeraJ  t  nMJ\«:tiaa  L 


imi 


■--*•■— aw^Tfffiu.:::-; 


'^   >V1«.-. f-fff^ 


lacoBtt  T«i  net  inome  C«»«"  HC  PM*  ')-■ 

Lea:  Peraoaal  cmii»>m«     0V»  Sri  II  l-o» 

Credit  for  ilrycwlrnf*      (F.™  il  U  KEt 

Balance  (surtax  net  incame) 

Lcm:  Certain  interert  on  Government  ohiifition*  Otem  4  {a\  page  I) 

Earned  inconie  credit.    (Fi»  1-tit.h  H')«H» 

Balance  nibject  to  itormal  tax. 

^4o^nal  tax  (6%  <^  line  7) 

Surtax  on  anxNOit  in  line  4.    dm  Swtta  TaU&  piv  >  •<  > 
Total  Income  Tax  Cine  8  plui  line  9).     (If  5il  I  li  B  b  • 


-L,2D0|.JM1 


m,k6 


I  Im  I^  I*  Hi  » 


Len:  Income  Tax  paid  to  a  foreign  cowtry  or  U.  S. 
BALWCE  OF  INCOME  TAX 


powrinn     (AimA  Fm  iiM)k._ 


NET  VICTORY  TAX  (line  6  of  Victory  Tax  Schedule,  bdow)- 
Total  of  linet  12  and  13 


IncoBoe  Tax  paid  at  MMroe  on  tax-free  covenant  bond  interert.    (See  Footnote  l)_ 

LkK  14  Ie»  line  15 

Income  Tax  for  1941  (See  Sutcment.  Form  I I2S.  fran  Collector)  (Fnt.  tee  page  4  of  InatructMw)L,,.,_ 
Enter  line  16  or  17  wUcbevcrie  LARGER.  (Membcn  of  the  armed  force*  lee  page  4  of  IntructiaM)_.^__ 
FORGIVENESS FEA11JRE OXm't  ill  B (aX  (<X  end (0  helow.  if  ekfaer  line  16 or  17  iOSOor  Im): 

(a)  Eater  Ime  16  or  17.  «ycfce^ii  SMALLER 

ff)  Enter  ISO  orllBC€faigthiaf(«Xi    ii  i  I  liij  abeng.  wliichewriiLARGER.  TUaii 


the  FORGIVEN  pMt  of  the  tax- 


(c)  Eater  the  ItVORCIVEN  pMt  d  dM  tas  wUA  m  Am  BALANCE  («dblnct  (Q  from  («)). 

Fm— l*^^)  , 


«67U; 

■  (•».    (See 


TOTAL  INCXXyC  AM>  VKTORY  TAX.  ^i>tMl  J  torn  M  tad  \9  (t)).. 

Ltm:  (A  Idhw^  VKtay  T«    ilHiliI  h,  o^Joyer 

(»)  lM«HTa>pMJ«  1942  kHK 

(c)  Tax  pMd  «■  1943 IMMM  •■  acMMt  if  DtoekiatiaB  of  Eatimated  Ta 
(*To«Ji 


szzos 


:5- 


78^ 


UNPAID  BALANCE  OF  INCOME  AND  VKTORY  TAX.    (If  line  20  « laf«er  thwi  Iw  2t(A  Mtar  tk« 
dtfeieme  here  and  abo  ■•  kern  X),  page  I :  if  not.  tee  item  23,  page  I) 


haiiifaie2t(A«tartk(  / 

,-.„— .-,-1  $.. 334uy 

II    Hi  I   I.  11  ■■>■■*■  I      I— ldh».,»fcJa 


678,10^ 


»    1,289.  gg^ 


»  J-^29?, 


t.a«iiL 


»    1,?99. 


1,554. 3« 


X 


s-/ 


s: 


ir/l 


Hi  hi  lull  K^-VKTOKY  TAX.     C9m  Taa  CawpiHatlM  t— »w.«tiai^ 


» «f  — br  *—  pi  wi;  llMfiw.  we  LwlnrtinM.  p>»i3^ 


I.  Victory  Tax  Mt  income  Qtem  19.  page  I) 

1  Lms:  Specific  acmption  (1624  if  tetura  report*  iaei 

3.  lacsme  mbject  to  Victory  Tax  (line  1  lea  lioe  Q , __ 

4.  Victory  Tax  before  cndk  (5%  <tflM  3) 

i.  Victafy  Tax  cre£t: 

(0  Singie  penon.  or  married  pctM*  not  Bving  with  buafaaBd  or  ■wttr.  25%(piui  2%  (or  mAk  i<niiiiihi<) 
of  line  4,  but  not  more  than  $500  (plu*  $100  for  ead)  dependent) 

9i  Married  pcr«»livii«  with  huaband  or  wif*  if  aeparateratarm  arc  fiiad:  40%  (pha  2%  for  each  d^Malatt) 
of  line  4.  hot  not  more  than  $500  (phi*  $100  for  m^  dtpendtnt). 


(c)  Married  penon  livBg  with  huihand  or  wife  if  only  one  (etum  or  •  jaiot  return  i*  filed,  or  head  of  a  family: 
40%  (|Jm  2%  for  cKh  dependent)  of  fine  4;  but  qot  more  than  $1,000  (phaltOOJor  each  depcndem). 

(See  Schedule  H2X  <«  eKhaion  of  one  drpnwVnt  by  head  of  a  family) 

6.  Net  Victory  Tax  0be4lfha  5X    (Enter  in  fine  13.  above) 


%    7^S1S,12 


C2^ 


Jit 


I 


^ 


•y 


IfliiJaW  t*  ill  will! 


mai^  by  In^lilifciaU  wImm  aurtaa  act  fateotB*  far  IMt  or  IMS  mtomAmA  «M.Ma 
•  wkaekar  Swtlaa  «  (r)  «<  tha  Currant  Tas  Paymaat  Act  atlMl  U  appMtaMa 


Surtax  net  incoma  for  1942  (tM  23.  Fors  I0«  (1942)) 

Surtax  net  income  for  1943  (fine  4,  ah«we)____ 

&Btax  net  income  for  haae  year,  % phi*  t20j000:  |L 

1939 ._.;  1940  _.) 


$.. 

$ 


(Check  ycvuted:  1937  _;  1938^; 


If  cIdMr  line  lor  2  i*  greater  than  line  3.  •iparatcSchedulaL-2Aauid  he  tecurad  from  the  coOector  and  filed  with  aitd  a*  a  part  «f 
dti*  return. 


>  Um  •^^.■a»f  •!  tk«  t 


t);^o 


'>»j^ 


8 


£ 


o 


a 


o 

i 


O 


g 


SB 

■<  M 


FORM  1040 

Intamal  R< 


UNITED  STATES 

INDIVIDUAL  INCOME  TAX  RETURN 


OmONAL  FOUM  IMOA   MAT  BE  FILED   INSTEAD   OF   THIS  FORM   IF  GROSS  INCOME  IS 

RETORTED  ON  THE  CASH  BASIS  FOR  THE  CALENDAR  YEAR.  IS  NOT  MORE  THAN  IXtM 

AND  CONSISTS  IVHOLLY  OF    SALARY,  WAGES,   OTHER   COMPENSATION    FOR   PERSONAL 

SERVICES.  DIVIDENDS,  INTEREST  OR  ANNUITIES. 


1942 


FOR  CALENDAR  YEAR   1942 

Of  fecal  year  beginning  .  JeR.,.  1.,...  1942,  and  ending JlSCR  t...i,1943 


PRINT  NAME  AND  ADDRESS  PLAINLY.     (S«*  Instruction  C) 

Henry  U,.  and.  Elizabeth  B-  Ma  spa 

m^B^     (Um  |i««  nuM  J  kMb  hulwnd  .ml  w'il.,  i  lUa  U  •  i>W  Mara) 

.2o59....3.v..l..  Geor£ian  Placo 

(SbMt  ud  aa^U>,  ac  nnl  raaU) 

Portland  Multnomah    Oregon 

iP»«l  ofc.) (C»lT) (Sl.l.)     " 


.C.Gn.a1iruo.tLl.ojQ..Sup.M;.. .543-1.0  -7  215 

(0<«Mli«i)  (SMiil  Sacarilr  naaib^.  U  uq) 

..R9..8s...B?_...Hammpnd  Co.  .Spalding,  gulldlng., 

(N«>»  u^  aMrau  j  •awi^ar) 


P-Qr.t.lajad.,...Ox.egoa 

■  Ihan  fw  9ta^mfT,  M»th  ttaUmia  thawing  ntmm  > 


(Do  not  use  these  spaces) 


4P^ 


(Cubiv't  Sump) 


Cuh-CboA-M.  0. 


8.  (a)  Net  gain  (or  loss)  from  sale  orVtchange  of  capitzd  assets.    (From  Sdaduk  F). . 
(i)  Net  gain  (or  loss)  from  sale  or  exchan\|e  of  property  other  than  capital  assets.    (Fn 

9.  Net  profit  (or  loss)  from  business  or  Vofc*>>on.    (FnaD  Selad«b  H). 

(State  total  receipts,  from  line  i,  Schedule  H,  $ ) 

10.  Income  (or  lou)  from  partnerships;  fiduciary  income;  and  other  income.   (Fna  ! 

1 1.  Total  iiKome  in  itenu  I  to  10 

DEDUCTIONS 

1 2.  Gxitnbutions  paid .    (^MfUn  m  ScUduk  o... 

13.  Interest.    (EipUi.  i.  ScUduk  C) 

14.  Taxes.      (El»ki.  i.  Sehaduk  o 

15.  Losses  from  fire,  stonn.  shipwreck,  or  other  casualty,  or  theft.    (EipiiiD  ■•  sdaduia  o.. 

16.  Bad  debts.     (E«Jai.  b  SchaiaW  c) 

17.  Other  deductions  authorized  by  law.    (E<pki.  i>  ScMyk  C).. 

18.  Total  deductions  in  items  12  to  17 .^. 

19. Net  income  (item  II  minus  item  18) .J.^.rf..L.:..l.i-. 

COMPUTATION  OF  TAX 


=5*= 

il.  Normal  tax  (6%  of  item  26)  .._...^...: 
28.  Surtax  on  item  23.  (se<  li>atnict«>  2s).  . 
13.  Total  (item  27  plus  item  28)..;.,..^.., 

30.   Total  tax   (Uon  »  «  lu«  I6.  Sdwdiile  O '- 

5l .  Less:  Income  tax  paid  at 
source 

^^  InconM  ui  paid  to  a  foreign 

•^"»  country  or  U.S  poaacaai* 

(AtucdFocn  1116).. 

"13.  Balance  of  tax  (item  jo  >ninu.  .tt,™  ?i  .„i  32). 


20.  Net  income  (item  19  above)r/-.'.V- . 


21.  Less:  Personal  exemption. 

(FnaoScltadulcD-l), 

22.  Credit  for  dependents. 

(FroB  Sckadub  [>-2) 


$.1..5_Q.().O0. 


700 


00 


23.  Balance  (surtax  net  income)//A^.':/- /.'->., 


24.  Less:  Item  5  (a)  above 

25.  Earned  income  credit. 

(Frao  Sdxduk  E- 1  or  E-2). 


26.  Balance  subject  to  normal  tax 


$  9j36_5 

/ 

:....l».9_Q.O. 


7   - 
936 


$..0..529 


I/we  declare,  under  the  penalties  of  perjury,  that  this  return  (including  any  accompanying  schedules  and  statements)  ha 
and  to  the  best  of  my/our  knowledge  and  belief  is  a  true,  correct,  and  complete  return,  made  in  good  faith,  for  the  taxable  year  stated,  pu 
iDtcmal  Revenue  Code  and  the  regulation*  issued  under  authority  thereof.  ^  >*  ^  ^^- 

- - „.        ..:^4»fcrr^.^..^^«.ra^r?i .     3/'  V.=« 

of  pcnoa  (otitcr  than  tAxp«yer  or  •(cnt)  pnpamic  ratm)  (Date) 


e  (rf  bna  of  vofioytt.  if  aajr) 


£s 


SchaduU  A.— INTEREST  ON  GOVERNMENT  OBLIGATIONS,  ETC.     (Sm  Instruction  S) 


2.   Aamuftt  e«m«J  tl  rad  c4  vittr  includifi) 
tiona  hftld  by  c*t«t(X  iniat*   pttrtnn- 


(a)  ObliffttiofU  d  ■  Sute,  TonUiry.  or  political  fubdivuion  there- 
of, or  the  Oitnct  of  Cohunbu.  or  United  Suta  poaemoia. 

(i)  Oblilitioiu  utued  prior  to  March  I,  1941.  under  Federal  Farm 
Loan  Act,  or  under  auch  Act  a*  amended 

(()  Obligation!  of  United  Sutea  iHued  on  or  before  September  I. 
1917 . 

(i)  Treaiury  Notea  iuued  prior  to  [Jecember  I.  1940.  Treaiury 
BJU  and  Treatury  Certj£cato  of  Indebtedneit  uaued  prior 
to  March  1.  1941  ^ 

(<)  United  Sutea  Saving)  Bonda  aitd  Treaaury  Bonda  iiaued  prior 
to  March  I.  1941 

{f)  Obligatioru  of  iiutrumentalitie*  of  the  United  Statea  (other 
than  obliptiom  to  be  rcfArtcd  in  (i)  above)  iuued  prior 
to  March  1.  1941 

(l)  Dividefldi  on  ahare  accounta  in  Federal  laviiifi  ar^  loan 
aaaodationa  in  caae  of  tharea  iiaued  prior  to  March  28,  1942... 


<« 


Total  (enter  aa  item  5  (aX  PM«  0- 


(0   Treaaury  Notet  iiaued  on  or  aher  December  I.  1940.  and  obiigationi  aaued  on  or  after  March  1.  1941.  by  the 
United  Statea  or  any  afency  or  instrumentality  thereof  (enter  amount  of  intcrcat  ai  item  ^  (b).  page  1 ) 


Sch«dul«  B. 

—INCOME   FROM    RENTS  AND   ROYALTIES.      (See  Inatructiort  6) 

t  An»at 

5    Dtpnr^iw.^  or  <»epU. 
twn  (stUcKKhciiuU) 

4    K^.„ 
(cvllin  b<b>.) 

(lt<n>i»  b<k~) 

(    Nrt  p.o<K  (colonn  2  mmm 
(enttr  ••  'ton  6.  pmf  I ) 

Bouse  -Warrendale 

t.. 

135        00 

,        150  loo 

I 

is.j.ea 

,/. 1.. 

y..^        \ 

•*     CaMon  Beaph 

..i.9.o...P.Q 

iso.Joo. 

27Ja3 

Eiplanation  of  deducts™  dauned  in  column.  4  and  5..RPpfrtI>air»     !«  .  66  ,  *a  tOT     7  .  00  .  Ugfet  .  7  .43  ,    .1  OOfl 

13.50  all  in  pprmaptlpa  with  tauant  ppoupancy  only. 


Schedule  C— EXPLANATION  Of  DEDUCTIONS  CLAIMED  IN  ITEMS  12,  13.  U,  IS,  16.  AND  17 


1.  IwNa. 

3    AnouM 

Jf^Jw                                   '    E.pl.~t«»  (C<«la.u«ll 

iContuiuedl 

_.i-2... 

^CoBBuni  t7^  Chest 
Bed  Crosa  

» 16 

5 

00 
00 

.14 
.../. ., 

State  Incpi9  Tax 
Property  Tax   -  Home 

,    260      57 
437      29 

T.   B.   Seala 

2 

00 

"            Warrendale 

50      28 

. ~ 

" cannon  Beacti 

66      33 

Sch«duU  D.— EXPLANATION  OF  CREDITS  CLAIMED  IN  ITEMS  21   AND  22.     (See  Instructions  21  and  22) 

(1)  Peraonal  Exemption 

(2)  Credit  for  Dependent* 

9m« 

Number  of 
nwAtKi 

dunnt  tKe 

jrev  m  each 

*UUa 

Cnim.  rliMiJ 

ICKIO    IS 

yu»  old 

■i  month* 
•tyr  year 

18  ycwi 

C#«d>l  cUnMd 

Scnflc  or  marncd  and  not  livm^  with  hutbuKl 

$         .     -         . 

'^Henry  R.  JJftaon 
Thjomaa  G.  Uasoa 

12... 
IP 

$ .3S.0 

35Q 

00 

Married  and  Itving  with  SusbanJ  or  wife 

12.. 

....J.*£QO 

OX 



00 

._ ..  

Reaaon  for  aupport  if  18  yean 
or  over 

y 


Schedule  F.— COMPUTATION  OF  EARNED  INCOME  CREDIT.     (See  Ir^.truction  25) 


k  only  tliU  part 


Net  inconif  (item  19.  page  ))         

Earned    inconic    credit    (lU*fi    of    net    tncome, 
above) 


(S)  If  your  net  Income  l»  i 


of  echedulc 

than  $14,000).. 


•3,000,  use  oailr  thU  part 


Earned  net  income  (not 

Net  Income  (item  19.  page  1) 

Lamed  income  credit  ( 10  V^  of  famed  net  income  or  lO^i 

of   net   income,  above.  wKicfiever  amount  u  imaller. 

but  do  not  enter  leu  than  $300)        


»..10..Q00  lOQ 
9,365  |58 


936   56 


I.   Did  you  file  a  return  lor  any  prior  year?  .  JL^.P.. 

the    l.te.t    year?     1941        To    wKkH    Collector'!  o 

Portland,    Oregon 

L    U  Mpsralc  return  wai  made  for  tAc  currrnt  year.  stAtc: 

(«)  Name  ck  huabaivJ  or  wiie  .  _ , 

(i)  Penonal  exemption,  if  any,  cJaimed  thcxeoo......... 

(e)  Collector's  ofbce  to  which  it  wa«  aent. 

3.   C^cck  whcthcf  ihki  r^turrt  wu  preparetJ  on  the  caaK  |b  oi 


QUESTIONS 

Wai  the  rate  of  your  salary  or  wagei  increaaed  or  decreased  after  October 
3.  1942.  and  before  the  end  of  your  taxable  year>    ..     SO 

Did  you  receive  during  your  taxable  year  any  amount  claimed  to  be  norv* 
Uiable    other    than    interest    reported    m   Schedule    A  (see   Initruction 

H)?    .   -N.Q I*  so.atUch  schedule  ahowing  source,  future,  ami 

amount  of  >uch  income. 

Did  you  at  any  time  during  your  taxable  year  own  dirnrlly  or  indirccdy 
any   stock  of  a  foreign  corporation  or  a  persons!  hoMmg  company  as  de- 

6ncd  by  se<tK>n  301  of  the  Internal  Revenue  Code?  ..HO- If  to. 

crual  O  heaia.  attach  statement  required  by   Instruction  IC  i*^-»4Mrt  i 


i!«r*: 


ti;58 


FORM  104O 

Tr««aurT  D«p*rtnM>nt 
Internal  R*««nua  S 


■a^ 


UNITED  STATES 


/l 


IHDIVlDUAl  INCOME  AND  VICTORY  TAX  RETURN 


OrnONAL  FORM  IM«A   MAT  IE  FILED  IN5TUD  Of  THIS  FCMUM    ir   GIOSS  INCOME  IS 

RETOllTn)  ON  THE  CASH  »AS1S  F0»  THE  CALENDAH  TEAR.  IS  NOT  MoJlE  THAN  ui.^ 

AND  CONSISTS  WHOLLW  OF   SALARY    WACES,OTHai   COMPENSATIONPM   PERSONAL 

SERVICES.  DIVIDfaDS.  INtaiEST  Ot  AJwSmS  "UISONAL 


FOR  CALENDAR  YEAR  1943 

w  fiml  ye»  btiMH  .^doja^l ,  190,  mi  afai     Jan .  /         1M4 


(S««  InatouoUon  O 


PRINT  NAMK  AND  ADDRESS  PLAINLY. 

-/(mam)     (V~  i>~a  aua^  •<  Mk  hMk«^  aW  wjh,  I  ll^  h  •  iriM  KM 


(aiT»i>ra^ 


(Sm.) 


.Cjini/rjUC/Z3/Z.<^Mp:^..     UeJii.a^mM^.tm^'fJ./e.J.gJ^f 


1943 


(Do  Dot  UM  Umm  ipUM) 


s~i  ■  r"i  -:?  p  0 


3/^ 


«2r^g^5ii 


COMPUTATION  OF  NET  INCOME 


U.i»t«N«bMM 


Vli*>rTi>N«LnM 


INCOME 


JSaA3t.^j:/aLtBJaafTaf..Ca.^ 


TouL 


Dividenck 
>  Interest  on 
.  Interest  on  Govt 


Le»:  DediietiNeatpen{«wj\Olt 
CanpeiMation  «HfeAacauctible 


-/2ij://t3jczc 


y/a,oa< 


w^ 


%JL£Lj2jQ^. 


kti6nbonclsr|l|ppkM'^posiU^^|i^i 
ifeimiiibIigatiw|^tc^^pQ^ffoinJ 


i  /A  acta 


Annuitict. 

(a)  Net  gain  (or  Iom^ 


k-ft 


iti(»HU|tc^N 


A  (8X  Schedule  A 

line  B  (5)  and  (3).  Schedule  i 


le  or  exchange  of  capital  aueti.    oVm  Sdv^b  bx 
(b)  Net  gain  (or  lou)  from  tale  or  exchange  of  property  other  than  capital  mett.    <n« 

.  Rent*  and  royalties.     (FroaS<i>«UiC(i» 

.  Net  profit  (or  loss)  from  business  or  profession.    (FwSrhi*ihCU» 

(Bute  total  receipts,  from  line  I,  Schedule  C(2)  $.._ ) 

,  IncoBae  (or  loss)  from  partnerships ;  fiduciary  income;  and  other  iiwome.  (Fi«s 

Total  incoRte  in  items  1  to  9 

DEDUCTIONS 

Gmtributions.     (f^kmmSdmiMD) , 

Interest.      (Emha  ■  ^rti»tiiU  E)    (S»  hanMit  ll  i^  It  (ot  y««o>T  Tm  liiliillin) 

Taxes,      (riiihaiililiiJiilin    (S»  Imtrmc^mt  13  «»l  It  t»  VittT  Tm  Ii  >iml»> 

Losses  from  fire,  storm,  shipwreck,  or  other  casualty,  or  theft.    (Tut  •■'nit  lihr 

Medical,  dental,  etc  expenses.    (Fnihi.i«SA«iuhH)- 

Other  deductions  authorized  by  law.    (EipkiaiaSdadiibC) .... 

Total  deductions  in  items  1 1  to  16 

Income  Tax  net  income  (item  10,  col.  I,  less  item  17,  col.  I) . 

Victory  Tax  net  income  (item  10,  col.  2,  less  item  17,  col.  2) 


ai- 


%^z.a^j.aA 


.B£t. 


-AlJJi. 


iJe 


S(^»3a 


I  X  Z  S  X  s  z 


t?.a. 


ao. 


X./a.ooQ 


%^/jCi.jjLajOL 


%  /a  opf} 


ZJL. 


auL 


s.a 


x^. 


22. 


INCOME  AND  VICTORY  TAX 

Unpaid  balance  of  1943  Income  and  Victory  Tax  (from  line  22,  page  4) _ 

You  may  postpone,  until  not  later  than  March  15.  1945,  payment  of  the  annount  you  owe  up  to  one-half 
of  item  19  (c),  page  4.  Enter  the  amount  postponed.  (For  persons  whose  surtax  net  income  for  1942 
or  1943  exceeded  $20,000.  see  Schedule  L-2) 

Amount  paid  with  this  return  (item  20  less  item  21). 


z  zz  z  xxz 


.JSL3L 


%.y.a^.y.<i.a. 


Z  Z  X  X  X  X  X 


ajB 


.a^i 


tdJtt 


./^.^. 


jUi 


23.  Refund  or 
CnNiit 


If  the  total  of  your  payments  (line  21  (<0  on  page  4)  is  larger  than  your  tax  (line  20  on  pa^ 
4),  enter  the  difference _ 

Indicate  by  a  check  mark  (  %/)  what  you  want  done  with  this  overpayment :   Refund  it  to  me  Q : 

Apply  it  on  my  1944  eatimated  tax  D- 


1  dedvt  under  the  pcnijtic*  of  perjury,  that  tKu  return  (induduig  any  accoaipaoying  ichedulea  AAd  fttAtemenU)  bu  been  t^ntT^inrH  by  oit  ^f*^  to  tbt  beat  cl  ny 
kiwwled|e  ftnd  beli^  u  •  true,  correct,  sod  complete  retunk 


C<(nun  d  pna  (allw  tla«  taa^jn  «  aaaO  (T^wiBtroin) 


<N—  «l  tm  »  ii^ilij  ■.  il  M^) 


^f;.-:0 


b-^y 


THOSE  WHOSE  INCOME  IS  SOLELY  FROM  SALARIES  MAY  DISREGARD  THIS  PAGE     ••"••  ■ 

Schedule  A.— INTEREST  AND  OWNERSHIP  OF  TAXABLE  GOVERNMENT  OBLIGATIONS.  ETC.   (See  In.truction  4) 


ued  prior  to  M«rcJi  I.  1941. 


Stttcs  Mvui^i  bonds) 


A.  Subject  to  turtal  only: 

(1)  United  States  savings  bonds  (cost  price)  and  Treasury  bonds  i 

(2)  Less:  Wholly  tai-esenipt  portion,  principal  amount  not  in  cxceM  of  $5,000 ixiaxxiixii 

(3)  Net  taxable  interest - - ixxixiiaxi) 

(4)  Obligations  o(  instrumentalities  of  the  United  States  issued  prior  to  March  1.  1941  (other  than  Federal  | 

land  banks.  Federal  intermediate  credit  banks,  or  joint  stock  land  banks) 

(5)  Dividends  on  share  accounts  in  Federal  savings  and  loan  associations  in  case  of  shares  issued  prior  to 

March  28.  1942. - - 


(6)  Subtotal  tor  interest  (total  of  linei  3,  4.  and  5) 

(7)  Less;  Amortiiable  bond  premium.     (See  Iiutruction  16).. 

(8)  Balance  of  interest     (Enter  as  item  4  (o),  column  I.  page  I) - 

B.  Subject  to  normal  tax.  surtax,  and  Victory  Tax: 

(1)  United  States  savings  bonds  issued  on  or  after  March  I,  1941  (cost  price) 

(2)  Other  obligations  iuued  on  or  after  March  1,  1941,  by  the  United  Statea  or  any  iiutrumentality  ther 

(include  also  Treasury  notes  issued  on  or  after  December  I,  1940) 

(3)  Subtotal  for  interest  (total  of  lines  1  and  2).      (Enter  as  item  4  (h).  column  2,  page  I) '   x  x  x  x  x  x  x  i 

(4)  Leas:  Amortiiable  bond  premium.    (Sec  Instruction  16) xixixxxi 

(5)  Balance  of  interest. (Enter  as  item  4  (^).  column  l,page  1) .^  _ . .. . '  i  i  x  x  x  i  x  : 

Schedule  B. — Schedule  B  (Form  1040)  is  a  separate  sheet  and  should  be  used  in  reporting  gains  and  losses  from  aalaa  or 

exchanges  of  capital  assets  and  property  other  than  capital  assets,  and  filed  with  and  as  a  part  of  this  return. 


Schedule  C(l).— INCOME  FROM  RENTS  AND  ROYALTIES.     (See  Instruction  7) 


1.  Kind  tj  propaty 

3.  De^eciition  or  depletion 
(eipUin  below) 

4.  Repurt  (eipUia  belo.) 

5.  00-,  ^e«.  f,u.-„         '_N2  ai^c^^i- 

1                        

$ J-r. 

^ja  $ i&.c. 

^B.  $ e.9.. 

22, 

1 1 1 

1 

Schedule  C(2).— PROFIT  (OR  LOSS)  FROM  BUSINESS  OR  PROFESSION.     (Sea  Instruction  8) 


(State  (1)  nature  of  business ;  (2)  buainesa  name  . 

I    Total  receipt!.. 


COST  OF  GOODS  SOLD 

detcfminiiig  fk^tor) 
(E«<».tl«  l«t«».  X."  oc  X  or  M."  en  linei  2  and 
8  if  inventories  vc  valued  kt  ather  coat,  or  oxt  or 
market,  whiciievcr  la  lower) 

2.  Inventory  at  begirming  of  year 

3.  Merchandise  bought  for  sale 

4.  Ubor -J... 

5.  Material  and  supplies ... 

6.  Other  cosU  (explain  below)... „  .... 

7.  Total  of  lme»  2  to  6 .J  J. 

8.  Less  inventory  at  end  of  year 

9.  Net  cost  of  goods  sold  (line  7  leu  lir 
10.  Cross  profit  (line  I  less  Ime  9) 


f' 


=  8). 


OTHER  BUSINESS  DEDUCTIONS 

11.  Salu-ies  and  wages  oot  included  at  **Labar"  (do  not  deduct  com- 

peniation  for  yourtctf) 

12.  Interest  on  businesi  indebtedrMat 

13.  Taxes  on  business  and  business  property . 

14.  Losses  (explain  below) _ _ _ 

15.  Bad  debts  arisinf  from  sales  or  services 

16.  Dcfvcciabon.  obsolescence,  and  deplation  (explain  below) 

17.  Rent,  rapairs.  and  other  expenses  (expUin  below) .^ 

18.  Amortizatioo  of  emergency  facilities  (attach  statement) 

19.  ToUlof  lines  II  to  18.. 

20.  Total  of  lines  9  and  19_ W 

21.  Net  proht  (or  lou)  (line  I  less  tine  20).    (Enter  as  item  8.  page  1)  |  $ 


EXPLANATION  OF  DEDUCTION  FOR  DEPRECIATION  CLAIMED  IN  COLUMN  i  AND  LINE  1«,  ABOVE 

1.  Kind  J  peopertv 

(U  Ixulduv.  al.le  ntateiial  of  which 

eon.uuc.ad) 

2.  Date 
acquired 

).  Coat  or  other  baaU 

(Do  not  mdude  land 

or  other  nondepr». 

ciabla  profierty) 

4.  Aaaet.  folly  derr.. 

ciated  in  oM  at  end 

U  year 

5.  Deprecl.llon  al- 
lowed (or  allowable) 
iia  prior  yeari 

6.  Reinainina  coat  or 

other  baau  to  be 

recovered 

7.  Eatimated 
life  i>ed  in 

incdepro- 

8.  Eat>i>atad 
'3eTl« 
ofyar 

9.  Da^acutn. 

r»r 

/.?Jio. 

t^UOjOJJ. 

J3J0. 

ijLJJia.  aa. 

ijLa^.a- 

aa. 

iMJJca. 

aa. 

zajffjL. 

.ta..yrjt. 

%.jjr£?. 

J3.a 







EXPLANATION  OF  DEDUCTIONS  CLAIMED  IN  COLUMNS  4  AND  S.  AND  LINES  «.  14.  AND  IT,  ABOVE 


..cyje.(ijcz.j>.c^//£../t3frJ\..... 


$ 5ur:  £j^. 


-Jf. \  /Lzg/z./^.kf.ja/iejt:^JJi^.iaiat/.,. 

...\ ^KtS.S.'i-.-C.U^/^ll/X^. 


» JaS3.  .iB 


Schedule   <~'^'»>.— INCOME   FROM    PARTNERSHIPS,    FIDUCIARIES,    AND   OTH' 

Jtnerahip,  syndicate,  etc 

6duciary 

[Ore) Z. 

■> 9.  page  I) 


Schedule  D.— CONTRIBUTIONS.     (Sm  Inatruction  11) 


Corr //-/if  u /forr^    (  Co/r/x/) 
ScImJuU  E.— interest.     (Sm  Instnictlon  12) 


I.  NuDc  4i«l  AJiko  of  OfuaUMai 


.^£i£^...iLr.aAJk^ 

_QJ.d..  /jo.aj3lejt..jt/.a/7x£. 

i>r  /^x/^/T3    /fa/-/ 
C/j/T/C"  ■j£«'oyoTC" — 

Total     (Enterwitaiill.pft(el.iubj«ctto1S%IijnitatH 


jHO.. 

/.<?.. 

J... 

s- 
^^- 


aa. 
jao. 
jp.p. 


I.TuW—PmI 


...Ccuxx/ri.t/a/^..jC.'/r^^.. 

....Q^.e...7Z.u3....:^.o.^. _ _.. 

..y^^^..L/ja/j/.£^j.c^... 

TouL    (Enter  w  ium  ^.  page  I ) 


» —/..£- jBja 

«... 


fjOL. 

& 


.^.<?. 


GO 


Schedule  F.— TAXES.     (See  Inatruction  13) 


Schedule  C— LOSSES  AND  OTHEK  DEDOCTHNCw    (S« 


M^ll) 


1.  hUuire 

Z    ASKXIU 

1.  lunNo. 

2.L<i>U>u«» 

...^sJjoJ^c^. /^.c.aj77.C- - 

/^ap^r-/y    Tax          /fa/TTtr. 

2,.'i^J.-4i2. 

.          /^.... 

.^Zaiie^...a^..^^£:^jC/^.... 

» 1^.3. 

.^^ 

:: '!....:...^i:7j-/:£jiL^a/£^.. 

jS..7.}£b. 

jOJ     -X/ZCX3/2X£. 

'      -  C-<r'/r^"'^  ^^trc^ 

.3Ji.}ao 

ToUl.     (Enter  u  item  13.  page  1) 

$ <ip.J.£>.J\£/.. 



_ 



Schedule  H.— MEDICAL,  DENTAL,  ETC.,  EXPENSES.     (See  Instruction  IS) 


1.  Nunc  •»!  Addrcu  o<  PenoD  to  W)>oai  V^joMa  Were  Made 

lAfOeaiou. 

3ue  e<  AouiU  FerBH 

1  JUnX 

) 

$                  .    ..    . 

$ _ 

$            1    . 

5.  Total  deductionj  cUimed  in  Item  11,  12.  13,  14.  and  16,  page  1 

6.  Net  income  before  deduction  for  medical,  dental,  etc  ejpemea  (line  4  leai  line  5) 

$ 

7.  5%  of  line  6... ._ 

8.  Eliceu  of  line  3  over  line  7.     (Enter  a>  item  1 5.  page  1 .  iubject  to  maiimum  limitation.)     (See  In» 

$ 

Schedule  I.— PERSONAL  EXEMPTION 

/VND  CREDIT  FOR  DEPENDENTS.     (See  Tax  Comput 

ation  Inatructiona) 

<1>   Penonal  Exentptlon 

(S>   Credit  for  Depenileiits 

jiw  inMch 
■Utu* 

Credit  duoed 

NonJxr  e<  noothi 
dani  die  rew 

C,«fitd.i>»d 

UndRlS 

llyeve 
cr  mm 

Ei^'iLdofaflZw 

Single,  or  married  uid  not  living  with  husband 
or  wife,  and  iwt  head  of  famJy 

Married  ar^l  living  with  huiband  or  wife _ 

.../.Z-... 

$ 

oj:>. 

SorrS 
,..//.e/Tji:j../i. _ 



Head  of  a  family  (explain  below) 

...Jizm.e:A../^^ 

...z... 

jf.a..  3J. 

or  over 

Schedule  J;— COMPUTATION  OF  EARNED  INCOME  CREDIT.     (See  Ta«  Computetion  Inatructiona) 

t  oeUx  thla  p«rt 


Net  income  (item  18.  page  I) 

Earned    income    credit    (10%    of    net    income, 
above) 


$ 11  Earned  net  income  (not  more  than  $14.000) %.J.(?^jP.ai}.\a^. 

Net  income  (item   18,  page  I) 9.j.3.2a\jO.?:. 


Earned  income  credit  (10%  of  earned  net  income  of  10%  , 
of  net  incon.f.  above,  whichever  amount  ii  smaller,  but 
do  not  enter  leal  than  $300) 1 


.^J3o.a 


QUESTIONS 


1.  Did  you  (He  a  return  for  any  prior  year>  .jtj^.^ If  «o.  what  w«j 

the  latest  year? To  which  Collector!  office  waa  it  »ent> 

^^i/r/'/.t^y3:_/,,.t.?X-X,... 

2.  If  you  claimed  credit  for  tai  paid  in  line  2  1  (c),  page  4,  to  which  Collector's 

oflice  waa  your  declaration  sent?  ^'Zi2^/L^/T^...jJt/rjC 

3.  If  separate  rrtum  was  made  for  the  current  year,  state: 

(a)  Name  of  husband  or  wife 

(i)  Persona]  exemption,  if  any.  claimed  thereon 

(f)  Cx>llector's  o&ce  to  which  it  was  sent 

4.  CherV   whrtKrr  iKi.  rrt,.rr>  w..  nr.n.r>^  »„  >k.  ,..k  fSf'. 


...I  n  u--;- 


5.  Was  the  rate  of  your  salary  or  wages  increaaed  or  decreased  durii^  your 

tauble  year?  O^M  or  No)  ..J^jSL^... 

6.  Did  you  receive  during  your  taxable  year  any  amount  claimed  to  be  bob. 

tauble  (see  General  Instruction  1)7  ...  yi^j;^ ...     If  so.  attach  sdiedala 
showing  source,  nature,  and  amount  of  such  income. 


7.  Did  you  at  anv  time  during  your  taxable  year  own  dirvctly 
any  stock  of  a  foreign  corporation. 


defined  by  section  501  of  the  Internal  Re' 


indirecdy 
pcrsonaj  holding  conopany  as 

renue  Code?  ..^,C>....     If 


t^ 


COMPUTATION  OF  INCOME  AND  VICTORY  TAX.    (Sm  Tm  Computmtien  tiutrucUeru)  r.*.  4 


Income  Tax  net  income  (item  18,  |J«ge  1) 

Lesi:  Persona]  exemption.    (Fra.  Sd«kjli  Ki)) 

Credit  for  dependents.    (Fr«.  SdxUa  l-(0) 

Balance  (surtax  net  income) — 

Less:  Certain  interest  on  Government  obligations  Qtan  A  (a),  page  I) 

Elamed  income  credit.    (Fron  Sd^duk  HO  <*  H7» 

Balance  subject  to  normal  tax 

Normal  tax  (6*^^  of  line  7) 

Surtax  on  amount  in  line  4.     C5~  Surtm  TJ.U.  pm*  J  J  l™«rua«»«)_ 

Total  Income  Tax  (line  8  plus  line  9).     (If  ScUdub  B  ■  m^  uxl  •lurmtm  tu  i 

Less:  Income  Tax  paid  to  a  foreign  country  or  U.  S.  possession.    (JuaA  Fn  iMt)_ 

BALANCE  OF  INCOME  TAX 

NET  VICTORY  TAX  (line  6  of  Victory  Tax  Schedule,  below) 

Total  of  lines  12  and  13 


I.  /.  i.  oa I sia 

2.^.e\.i^\ 


%..Z.3.3x?. 


.U9s:^. 


X. 


.9.2L:^\ao. 


%..7.^.2l.. 


.9.3Ji 


r  £•<•  16^  Vi«ViU  B).. 


.J.^r7...;_.. 


Income  Tax  paid  at  source  on  tax-free  covenant  bond  interest.    (See  Footnote  I)_ 

Line  14  less  line  15 

Income  Tax  for  1942.    (See  Statement.  Form  1125,  from  Collector)  (Pirit,  see  p«ge  4  of  Instructions) 

Enter  line  16  or  17  whidiever  is  LARGER.  (Member*  of  the  armed  force*  see  page  4  of  Instruction*).... „... 
FORGIVENESS  FEATURE  (Don't  fill  in  (a).  (A),  and  (c)  below,  if  either  line  16  or  17  i.  $50  or  leas): 
(a)  Enter  line  16  or  17,  whichever  is  SMALLER \%   /  n  7  "^ 


(i)  Elnter  $50  or  three-fourths  of  (a),  immediately  above,  whichever  is  LARCjE^  Thi*  i* 

the  FORGIVEN  part  of  the  tax. |$^.2.9;='  ,\.^J., 

(c)  Enter  the  UNFORGIVEN  part  of  the  tax  which  i*  the  BAL\N(X  (wibtract  (i)  from  (o)).    (See 

Footnote  2) 

TOTAL  INCOME  AND  VICTORY  TAX.    (Total  of  line.  18  and  19  (c)) Zll^ 

Less:  (a)  Ir>come  and  Victory  Tax  withheld  by  employer $  /  rr  ^y    [g«j 

(A)  Income  Tax  paid  on  1942  income J3ji../..|j7jf. 


(c)  Tax  paid  on  1943  income  on  account  of  Declaration  of  Estimated  Tax 

(</)  Total  payments 

UNPAID  BALANCE  OF  INCOME  AND  VICTORY  TAX.    (If  line  20  is  larger  thu.  line  21  (A  enter  the 
difference  here  and  also  as  item  20,  page  I;  if  not.  see  item  23,  page  I) _ 


,rh:^Bi 


I.3  09 


yu,j;x3£ 


zs.u. 


%.J^S.±Z 


J^SJ-7 


/^.7Z3. 


M^.dL7- 


— /jit.3L 


az. 


.33. 
6.2 


32.' 

%£, 
Ji3- 


Z.1. 


&7.- 
J.2. 


££ 


«(e). 


y 
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SchMiaU  lO— VICTORY  TAX.     (Sm  Tax  ComputaUoa  Inatroetiefu) 


1.  Victory  Tax  net  income  (item  19,  page  I) 

2.  Less:  Specific  exemption  ($624  if  return  re{x>rts  income  of  only  one  person;  otherwi*^  tee 

3.  Income  subject  to  Victory  Tax  (line  I  less  line  2) 

4.  Victory  Tax  before  credit  (5%  of  line  3) 

5.  Victory  Tax  credit 
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(a)  Single  person,  or  married  person  not  living  with  husband  or  wife:  25%  (pJu*  2%  for  each  dependent) 

of  line  4,  but  not  more  than  $500  (plus  $100  for  each  dependent) 

(i)  Married  person  living  with  husband  or  wife  if  separate  returns  are  filed:  40%  (phi*  2%  for  e«ch  dqiendent) 

of  line  4,  but  not  more  than  $500  (plus  $100  for  each  dependent) 

(c)  Married  person  living  with  husband  or  wife  if  only  one  return  or  a  joint  return  is  filed,  or  head  of  a  family: 
40%  (plus  2%  for  each  dependent)  of  line  4,  but  not  more  than  $1,000  (plus^KKhfor  each  dependent)^' ' 

(See  Schedule  I-(2).  for  exclusion  of  one  dependent  by  head  of  a  family) ■^^^O  t^r}^ 

6.  Net  Victory  Tax  (line  4  less  line  5).     (Enter  in  line  13,  above) 'i^.C.'.jJjJli.. 
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Schedule  L. — To  be  used  only  by  iAdivtduaU  whoee  surtax  net  income  for  1»42  or  1M3  exceeded  $20,000 
Schedule  to  determine  whether  Section  6  (c)  of  the  Current  Tax  Parmant  Act  <rf  1*43  U  applicable 


i.  Surtax  net  income  for  1942  Citem  23.  Form  1040  (1942)) 

2.  Surtax  net  income  for  1943  (line  4,  above) 

3.  Surtax  net  income  for  base  year,  $ plu*  $20,000:  $._ 

1939....;   1940 ) 
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used:  1937. 


If  either  line  1  or  2  is  greater  than  line  3,  separate  Schedule  L-2  should  be  secured  from  the  collector  and  filed  with  and  i 
this  tetum. 
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Ross  B,   Hammond  Co. 

Building  Construction 

1214  Spalding  Building 

Portland,  Oregon 

[Stamped] :  Received  Mar.  7,  1938.  Rules  and 
Regulations  Division. 

March  3rd,  1938. 

Commissioner  of  Internal  Revenue, 
Internal  Revenue  Building, 
Washington,  D.  C. 

Sir: 

In  accordance  with  requirements  of  Article  42-4, 
Regulations  94,  application  is  hereby  made  for  per- 
mission to  account  for  profits  upon  contracts  per- 
formed by  this  company,  upon  the  basis  of  a  per- 
centage of  contracts  completed  within  each  calen- 
dar year. 

Doubtless  this  request  is  not  necessary  as  no 
change  is  being  made  in  the  accounting  methods 
heretofore  employed,  but  on  December  31st,  1937, 
the  corporation,  Ross  B.  Hammond,  Inc.,  was  dis- 
solved and  the  business  transferred  to  Ross  B. 
Hammond,  the  sole  stockliolder  of  the  corporation. 
The  first  return,  of  course,  covering  the  operation 
of  the  business  as  a  sole  proprietorship,  will  be  for 
the  year  1938,  and,  as  we  understand  the  regula- 
tions, the  method  used  upon  the  first  return  is 
optional  with  the  taxpayer.  However,  since  there 
been  a  change  in  the  form  of  organization,  it  is  de- 
sired to  take  every  precaution  possible  to  see  that 


634  /.  W,  Moloney  vs. 

Defendant's  Exhibit  No.  28 — (Continued) 

the  method  heretofore  employed  by  the  corpora- 
tion is  perpetuated  and  that  the  new  ownership  is 
permitted  to  file  upon  the  same  basis  as  that  used 
by  the  corporation. 

In  view  of  the  fact  that  the  corporation's  books 
had  been  kept  on  the  accrual  basis,  the  individual 
books  would  be  kept  on  a  similar  basis  and  the  re- 
turns made  accordingly  on  the  accrual  basis. 

A  letter  from  you  upon  these  points  will  be  ap- 
preciated. 

Very  truly  yours, 

ROSS  B.  HAMMOND  CO. 
By  /s/  ROSS  B.  HAMMOND. 
RBH:EP 

Mar.   29,    1938. 
IT:HR:FMA 

Mr.  Ross  B.  Harmnond, 

c/o  Ross  B.  Hammond  Company, 
1214  Spalding  Building, 
Portland,  Oregon. 
Sir: 

Reference  is  made  to  your  letter  dated  March 
3,  1938,  in  which  you  request  permission  to  report 
your  gross  income  for  the  calendar  year  1938  from 
contracts  upon  the  basis  of  a  percentage  of  com- 
pletion of  such  contracts  in  accordance  with  the 
provisions  of  article  42-4,  Regulations  94,  which 
is  the  same  method  used  by  Ross  B.  Hammond, 
Inc.,  the  assets  and  business  of  which  were  trans- 
ferred to  you  as  sole  stockholder  on  December  31, 
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1937,  and  now  being  operated  as  a  sole  proprietor- 
ship. It  is  assumed  that  no  income  was  received 
by  you  as  an  individual  from  long-term  contracts 
prior  to  January  1,  1938. 

You  are  advised  that  to  the  extent  that  your  in- 
come is  derived  from  long-term  contracts  as  de- 
fined in  article  42-4  of  Regulations  94,  you  may  re- 
port your  gross  income  from  such  contracts  upon 
either  of  the  two  bases  set  forth  in  that  article  of 
the  regulations.  Which  ever  method  is  adopted  by 
you  in  your  first  return  must  be  followed  for  subse- 
quent years,  unless  permission  to  change  such 
method  of  accounting  is  obtained  from  the  Com- 
missioner as  provided  in  article  41-2  of  Regula- 
tions 94. 

Respectfully, 

JOHN  R.  KIRK, 

Deputy  Commissioner. 

By , 

Head  of  Division. 
FMA/ERH-1 
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[Notation] :     Change  of  accounting,  3/29/38. 

[Stamped] :     Received  Apr.  8,  1938,  Rules  and 
Regulations  Division. 

Ross  B.  Hammond  Co. 

Building  Construction 

1214  Spalding  Building 

Portland,  Oregon 

April  5,  1938. 
IT:RR:FMA 

Mr.  John  R.  Kirk, 

Deputy  Commissioner  of  Internal  Revenue, 

Internal  Revenue  Building, 

Washington,  D.  C. 

Dear  Sir: 

On  March  3rd,  1938,  the  writer  addressed  a  let- 
ter to  the  Commissioner  of  Internal  Revenue  stat- 
ing that  Ross  B.  Hammond,  Inc.,  a  corporation, 
had  been  dissolved,  and  the  business  transferred  to 
me,  the  sole  stockholder.  I  requested  permission 
to  report  income  from  contracts,  as  an  individual, 
on  a  percentage  of  completion  basis,  as  the  corpo- 
ration had  previously  been  doing,  and  to  keep  all 
accomits  and  make  all  returns  on  an  accrual  basis. 
Your  reply  of  March  29th,  grants  permission  to 
me  to  report  income  from  contracts  as  the  corpo- 
ration had  been  doing,  but  makes  no  statement  re- 
garding keeping  all  accounts  on  an  accrual  basis. 

Up  to  the  year  1938,  Ross  B.  Hammond,  Inc., 
a  corporation,  made  all  of  their  returns  on  an  ac- 
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crual  basis,  and  Ross  B.  Hammond,  as  an  indi- 
vidual, who  kept  no  books,  made  all  of  his  returns 
on  a  cash  basis. 

The  corporation  has  been  dissolved,  and  all  fu- 
ture returns  will  be  made  as  an  individual,  and, 
since  the  main  income  of  Ross  B.  Hammond  is 
from  the  construction  business  which  has  been  kept 
on  an  accrual  basis,  we  therefore,  request  definite 
permission  to  make  all  future  returns  of  Ross  B. 
Hammond  as  an  individual  on  the  same  basis  as 
the  corporation  had  previously  made  returns,  which 
is  the  accrual  basis. 

Very  truly  yours, 

R.  B.  HAMMOND  CO.,  ; 

/s/  R.  B.  HAMMOND. 
RBH:EP 
IT:E:6 

LBV 

Apr.  25,   1938. 
Mr.  Ross  B.  Hammond, 
1214  Spalding  Building, 
Portland,  Oregon. 

Sir: 

Reference  is  made  to  your  letter  dated  April  5, 
1938,  in  connection  with  your  request  dated  March 
3,  1938,  for  permission  to  change  your  method  of 
reporting  income  from  the  cash  to  the  accrual  ba- 
sis, beginning  with  the  taxable  year  ending  De- 
cember 31,  1938. 
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In  order  that  proper  consideration  may  be  given 
to  your  application  it  is  necessary  that  informa- 
tion be  submitted  showing  as  at  the  end  of  the  tax- 
able year  1937  the  amounts  of  all  items  of  (a)  in- 
come accrued  but  not  received ;  (b)  income  received 
in  advance  of  when  earned;  (c)  expenses  accrued 
but  not  paid,  and  (d)  expenses  prepaid.  The  prin- 
cipal items  comprising  the  foregoing  classifications 
should  be  stated  with  the  respective  amounts 
thereof.  It  should  also  be  stated  how  each  of  the 
foregoing  classifications  was  treated  for  Federal 
income  tax  purposes  for  the  taxable  year  1937. 

Upon  receipt  of  the  information  requested,  con- 
sideration will  be  given  to  the  matter. 

Respectfully, 

JOHN  R.  KIRK, 

Deputy  Commissioner. 

By  P.  W.  LUCKETT, 
'  Acting  Head  of  Division. 

[Pencil  Notations  on  bottom  of  page  illegible.] 
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[Stamped] :     Received  May  11,  1938,  Audit  Divi- 
sion E. 

Ross  B.  Hainniond  Co. 

Building  Construction 

1214  Spalding  Building 

Portland,  Oregon 

IT:E:6 

LBV 

May  9,  1938. 
Mr.  John  R.  Kirk, 

Deputy  Commissioner  of  Internal  Revenue, 
Internal  Revenue  Building 
Washington,  D.  C. 

Dear   Sir: 

Replying  to  your  letter  dated  April  25,  1938,  re- 
garding permission  to  change  my  method  of  re- 
porting income  from  cash  to  the  accrual  basis,  be- 
ginning with  the  taxable  year  1938,  please  be  ad- 
vised that  all  items  on  my  personal  return  for  1937 
were  reported  upon  the  cash  basis,  hence: 

(a)  There  was  no  accrual  of  income  not  re- 
ceived ; 

(b)  No  income  received  in  advance  of  when 
earned ; 

(c)  No  expenses  accrued  but  not  paid;  and 

(d)  No  expenses  prepaid. 

Accordingly  none  of  these  items  were  shown  on. 
the  tax  return  for  the  year  1937. 
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As  previously  stated,  the  reason  for  seeking  per- 
mission to  file  on  the  accrual  basis  is  occasioned 
by  the  fact  that  I  have  personally  taken  over  the 
contracting  business  previously  conducted  by  Ross 
B.  Hammond,  Inc.,  and,  as  you  have  been  advised 
heretofore,  the  accounts  of  that  company  were  kept 
on  the  accrual  basis.  Request  has  therefore  been 
made  for  permission  to  report  my  income  from  the 
contracting  business  upon  the  accrual  basis,  and  it 
is  desired  that  the  return  be  uniform  with  respect 
to  my  personal  income. 

I  trust  this  is  the  information  you  desire,  but, 
if  not,  I  shall  be  glad  to  hear  from  you  further. 

Yours  very  truly, 

/s/  R.  B.  HAMMOND. 
RBH  EP 


DEFENDANT'S  EXHIBIT  No.  29 

Statement 

[Red  Pencil]: 
IT  :R  :A  iRecomp.  Reed  6/20/47 

[Illegible.] 

In  re :  Ross  B.  Hammond,  Portland,  Oregon. 
[Illegible.] 

Years:  1942  and  1943 

Income  Tax 
Years  Liability  Prior  Liability  Deficiency 

1942-1943  $284,559.71  $264,356.42  $203.29 

This  computation  is  made  on  the  basis  that  75% 
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of  the  income  of  the  partnership  of  Ross  B.  Ham- 
mond Company,  exclusive  of  any  credits  to  R.  M. 
Mason  and  A.  V.  Peterson,  is  taxable  to  the  above- 
named  taxpayer. 

1942 

Net  income,  agent's  report  dated  August  29,  1944 $316,252.49 

Less:  Partnership  income  overstated 10,391.62 


Net  income  adjusted $305,860.87 

Less:  Personal  exemption  $1,200.00 

Credit  for  dependent  350.00  1,550.00 


Balance  (surtax  net  income) $304,310.87 

Less:  Earned  income  credit  (10%  of  $14,000.00) 1,400.00 


Normal  tax  net  income $302,910.87 

Normal  tax  at  6%  on  $302,910.87 $  18,174.65 

Surtax  on  $304,310.87 242,674.91 


Total  tax  $242,849.56 

1943 

Income  Tax  Victory  Tax 

Net  Income  Net  Income 
Net  income,  agent's  report  dated 

August  29,  1944 $  78,224.01  $  80,647.65 

Add:  Partnership  income  42,475.56  42,475.56 


Net  income  adjusted $120,699.57  $123,123.21 

Computation  of  Victory  Tax 

Victory  tax  net  income $123,123.21 

Less:  Specific  credit 624.00 


Income  subject  to  victory  tax $122,499.21 

Victory  tax  at  5%  on  $122,499.21 6,124.96 

Less:  Victory  tax  credit 600.00 


Net  victory  tax  $       5,524.96 


642  J.  W.  Moloney  vs. 

Defendant's  Exhibit  No.  29 — (Continued) 

'    Computation  of  Income  Tax — Alternative  Tax 

(Applicable) 

Net  income  adjusted  $120,699.57 

Less:  Net  long-term  capital  gain 50.00 

Ordinary  net  income  $120,649.57 

Less:  Personal  exemption  $1,200.00 

Credit  for  dependent  350.00  1,550.00 

Balance  (surtax  net  income) $119,099.57 

Less:  Earned  income  credit  (10%  of  $14,000.00) 1,400.00 

Balance  subject  to  normal  tax $117,699.57 

Normal  tax  at  6%  on  $117,699.57 $     7,061.97 

Surtax  on  $119,099.57 74,228.66 

Partial  tax  $  81,290.63 

Plus  50%  of  net  long-term  gain  of  $50.00 25.00 


Alternative  tax  $  81,315.63 

Total  income  tax  $  81,315.63 

Plus:  victory  tax 5,524.96 


Total  income  tax  and  victory  tax $  86,840.59 

Income  tax  for  1942 $242,849.56 

Amount  of  1942  or  1943  tax  whichever  is  larger $242,849.56 

Forgiveness  feature   (not  to  be  used  if  either  1942  or 
1943  tax  is  $50.00  or  less)  : 

(a)  Amount  of  1942  or  1943  tax  whichever 

is  smaller  $86,840.59 

(b)  Amount    forgiven    ($50.00    or    three- 
fourths  of  (a),  whichever  is  larger)....  65,130.44 

(c)  Amount  forgiven  $  21,710.15 

Total  income  and  victory  tax  liability $264,559.71 

Income  tax  previously  determined 264,356.42 

Increase  in  income  and  victory  tax $        203.29 
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Explanation  of  Adjustments — 1942-1943 
It  is  held  that  during  the  years  1942  and  1943  a 
partnership  existed  between  Ross  B.  Hammond  and 
his  son,  William  A.  Hammond,  and  that  profits 
therefrom  should  be  taxed  75  percent  to  the  father 
and  25  percent  to  the  son;  also  that  the  amounts  of 
$86,635.86  credited  to  the  accounts  of  H.  M.  Mason 
and  A.  V.  Peterson  in  1942  and  $77,366.37  in  1943 
could  not  be  considered  constructively  received  and 
therefore  the  two  partners  should  be  taxed  upon  the 
entire  income  exclusive  of  the  credits  above  in- 
dicated, or  a  redistribution  of  partnership  income  as 
follows : 

1942 

Net  income  of  partnership  Ross  B.  Hammond  and  Company  before 
credits  of  $86,635.88  to  H.  M.  Mason  and  A.  V.  Peterson: 

(Report  dated  December  21,  1945) $410,610.02 

Add:  Salary  paid  to  William  A.  Hammond 7,500.00 

Total  adjusted  partnership  income $418,110.02 

Ross  B.  Hammond  share:  75%  of  $418,110.02 $313,582.52 

Amount  previously  reported 

(report  dated  August  29,  1946) 323,974.14 

Decrease  in  income  $  10,391.62 

1943 

Net  income  of  partnership  Ross  B.  Hammond  and  Company  before 
credits  of  $77,366.37  to  H.  M.  Mason  and  A.  V.  Petersen: 

(Report  dated  April  12,  1947) $162,063.26 

Add:  Salary  paid  to  William  A.  Hammond 7,500.00 

Total  partnership  income  $169,563.26 

Ross  B.  Hammond  share:  75%  of  $169,563.26 $127,172.45 

Previously  reported 

(report  dated  August  29,  1946) 84,696.89 

Increase  in  income  $  42,475.56 
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Statement 

IT  :R  :A— Recomp.        [Red  Pencil]    Reed  6/20/47 
[Illegible.] 

In  re :  William  A.  Hammond,  Portland,  Oregon 

Years  1942  and  1943 

Income  Tax 
Years  Liability  Prior  Liability  Deficiency 

1942-1943  $61,910.57  $28,100.23  $33,810.34 

This  computation  is  made  on  the  basis  that  25  per- 
cent of  the  income  of  the  partnership  of  Ross  B. 
Hammond  and  Company,  exclusive  of  any  credits 
to  H.  M.  Mason  and  A.  V.  Peterson,  is  taxable  to  the 
above-named  taxpayer. 

1942 

Net  income  shown  on  amended  return $  44,933.10 

Add:  Partnership  income  understated 59,897.85 

Net  income  adjusted  $104,830.95 

Less:  Personal  exemption  1,200.00 

Balance  (Surtax  net  income) $103,630.95 

Less:  Earned  income  credit:  (10%  of  $14,000.00) 1,400.00 

Normal  tax  net  income $102,230.95 

Normal  tax  at  6  percent  on  $102,230.95 $     6,133.86 

Surtax  on  $103,630.95 62,008.45 

Total  tax  $  68,142.31 
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1942  Recomputed 
Section  6(d)  (1)  Current  Tax  Payment  Act  of  1943 

Net  income  shown  on  amended  return $  44,933.10 

Add:   Partnership  income  understated 59,897.85 

Net  income  adjusted  $104,830.95 

Amount  of  earned  income  excluded  under  section  6(d) 

(1)   Current  Tax  Payment  Act  of  1943 14,000.00 

Balance   S  90,830.95 

Less:  Personal  exemption  1,200.00 

Balance  (surtax  net  income) $  89,630.95 

Less:  Earned  income  credit None 

Normal  tax  net  income S  89,630.95 

Normal  tax  at  6%  on  $89,630.95 $     5,377.86 

Surtax  on  $89,630.95 51,163.21 

Total  tax  $  56,541.07 

1943 

Income  tax  Victory  tax 

net  income  net  income 

Net  income  reported  on  return $44,115.59  $44,493.60 

Less:  Partnership  income  overstated 1,654.29  1,654.29 

Net  income  adjusted  $42,461.30         $42,839.31 

Computation  of  Victory  Tax 

Victory  tax  net  income $  42,839.31 

Less:  Specific  exemption 624.00 

Income  subject  to  victory  tax $  42,215.31 

Victory  tax  at  5%  on  $42,215.31 $     2,110.77 

Less  credit:  40%  of  $2,110.77 844.31 

Net  victory  tax $     1,266.46 
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Computation  of  Income  Tax 

Adjusted  net  income S  42.461.30 

Less:  Personal  exemption  1.200.00 


Balance  (surtax  net  income) $  41.261.30 

Less:  *Eamed  income  credit 892.67 


Balance  subject  to  normal  tax. S  40.368.63 

Normal  tax  at  6%  on  $40,368.63 2.422.13 

Surtax  on  $41.261.30 17.789.39 


Total  tax  $  20.211.52 

Add:  Xet  victory  tax  1.266.46 


Total  income  and  \ictory  tax. $  21.477.98 

Income  tax  for  1942  recomputed S  56.541.07 

.\mount  of  1942  or  1943  tax  whichever  is  larger S  56,541.07 

Forgiveness  feature   (not  to  be  used  if  either  1942  or 
1943  tax  is  $50.00  or  less)  : 

(a)  Amount  of  1942  or  1943  tax  whichever 

is  smaller  $21,477.98 

(b)  Amount   foregiven    ($50.00   or   three- 
fourths  of  (a),  whichever  is  larger).-.  16.108.48 


(c)   .\mount  unforgiven  $     5,369.50 


Total  income  and  victory  tax  liability $  61.910.57 

Income  tax  previously  determined 28.100.23 


Deficiency  in  income  and  victory  tax — $  33,810.34 

Earned  Income  Credit: 

*(10rc  of  209  of  $42,390.81 $  847.82 

lOff  of  $445.50  -..„ 44.85 


Total    $        892.67 
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Defendant's  Exhil^it  No.  29 — (Continued) 

Explanation  of  Adjustments 
1942-1943 
It  is  held  that  during  the  years  1942  and  1943  a 
partnership  existed  between  William  A.  Hammond 
and  his  father  Ross  B.  Hammond,  and  that  the 
profits  therefrom  should  be  taxed  25%  to  the  son, 
and  75%  to  the  father;  also  that  the  amounts  of 
$66,635.88  credited  to  the  accounts  of  H.  M.  Mason 
and  A.  V.  Petersen  in  1942  and  $77,366.37  in  1943 
could  not  be  considered  constructively  received  and 
therefore  the  two  partners  should  be  taxed  upon  the 
entire  income  exclusive  of  the  credits  above  in- 
dicated, or  a  redistribution  of  partnership  income  as 
follows : 

1942 

Net  income  of  partnership,  Ross  B.  Hammond  and  Company  before 
credit  of  $86,635.88  to  H.  M.  Mason  and  A.  V.  Petersen: 

(Report  dated  December  21,  1946) $410,610.02 

Add:  Salary  paid  to  William  A.  Hammond 7,500.00 

Total  adjusted  partnership  income $418,110.02 

William  A.  Hammond  share:  25%  of  $418,110.02 104,527.51 

Amount  previously  reported  on  amended  return 44,629.66 

Increase  in  income $  59,897.85 

1943 

Net  income  of  partnership,  Ross  B.  Hammond  and  Company  before 
credits  of  $77,366.37  to  H.  M.  Mason  and  A.  V.  Petersen : 

(Report  dated  April  12,  1947) $162,063.26 

Add:  Salary  paid  to  William  A.  Hammond 7,500.00 

$169,563.26 

William  A.  Hammond  share:  25%  of  $169,563.26 42,390.91 

Amount  reported  on  original  return 44,045.10 

Decrease  in  income  $     1,654.29 
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DEFENDANT'S    EXHIBIT   No.   36 


Journal  Entry:  J.  125 

Dec.  31,  1942     Job  208                         J  125     47254.58 

Job  210                                      53307.66 

Job  211                                      39670.81 

Office  Salaries 

16467.51 

W.  A.  Hammond,  A/P  overhead 

37129.66 

A.  V.  Peterson 

37129.66 

H.  M.  Mason 

49506.22 

[Endorsed] :  No.  12073.  United  States  Court  of 
Appeals  for  the  Ninth  Circuit.  J.  W.  Maloney, 
United  States  Collector  of  Internal  R-evenue  for  the 
District  of  Oregon,  Appellant,  vs.  Ross  B.  Ham- 
mond, Appellee.  Transcript  of  Record.  Appeal  from 
the  District  Court  of  the  United  States  for  the  Dis- 
trict of  Oregon. 

Filed:  October  22,  1948. 

/s/  PAUL  P.  O'BRIEN, 
Clerk  of  the  United  States  Court  of  Appeals  for  the 
Ninth  Circuit. 
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In  the  United   States   Court  of  Appeals 
for  the   Ninth   Circuit 

No.  12073 

J.    W.    MALONEY,    United    States    Collector    of 
Internal   Revenue   for  the  District  of  Oregon, 

Appellant, 
vs. 


ROSS  B.  HAMMOND, 


Appellee. 


MOTION 


Comes  now  Henry  L.  Hess,  United  States  Attor- 
ney for  the  District  of  Oregon,  and  Victor  E.  Harr, 
Assistant  United  States  Attorney,  and  based  upon 
affidavit  moves  the  Court  for  an  order  extending  the 
time  for  filing  the  record  on  appeal  and  docketing 
the  action,  granting  to  aijpellant  ninety  (90)  days 
from  June  18,  1948.  This  motion  is  based  upon 
Rule  73,  Rules  of  Civil  Procedure. 

Dated  at  Portland,  Oregon,  this  15th  day  of 
July,  1948. 

HENRY  L.  HESS, 
United  States  Attorney  for  the  District  of  Oregon. 

/s/  VICTOR  E.  HARR, 

Assistant  United  States  Attorney. 
So  Ordered: 

/s/  FRANCIS  A.  GARRECHT, 
Senior  United  States  Circuit  Judge. 
(Affidavit  of  Service  by  Mail.) 

[Endorsed]:  Filed  July  16,  1948.  Paul  P. 
O'Brien,  Clerk. 
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MOTION 

Comes  now  Henry  L.  Hess,  United  States  Attor- 
ney for  the  District  of  Oregon,  and  Victor  E.  Harr, 
Assistant  United  States  Attorney,  and  based  upon 
attached  affidavit  moves  the  Court  for  an  order 
extending  the  time  for  filing  the  record  on  appeal 
and  docketing  the  action,  gi-anting  to  appellant 
thirty  (30)  days  from  September  16,  1948.  This 
motion  is  based  upon  Rule  73,  Rules  of  Civil 
Procedure. 

Bated  at  Portland,  Oregon,  this  10th  day  of 
September,  1948. 

HEXRY  L.  HESS, 
United  States  Attorney  for  the  District  of  Oregon. 

/s/  VICTOR  E.  HARR, 

Assistant  United  States  Attorney. 

ORDER 

This  matter  coming  on  to  be  heard  upon  motion 
of  Henry  L.  Hess,  United  States  Attorney  for 
the  District  of  Oregon,  and  Victor  E.  Harr,  Assist- 
ant United  State's  Attorney,  for  an  order  extending 
the  time  thirty  (30)  days  from  September  16,  1948 
for  filing  the  record  on  appeal  and  docketing  the 
action,  and  the  Court  having  considered  said  motion 
and  the  supporting  affidavit  filed  therewith,  and 
l)eing  advised,  it  is 

Ordered  that  the  appellant  be  and  he  is  hereby 
granted   an   extension   of   thirty    (30)    days   from 
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September  16,  1948  within  which  to  file  and  docket 
the  record  on  appeal. 

Dated  at  San  Francisco,  California,  this  13th  day 
of  September,  1948. 

/s/  WILLIAM  DENMAN, 
Chief  Judge,  U.  S.  Court  of  Appeals  for  the  Ninth 
Circuit. 

(Affidavit  of  Service  by  Mail  attached.) 

[Endorsed] :  Filed  September  13,  1948.  Paul  P. 
O'Brien,  Clerk. 
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MOTION 
Comes  now  Henry  L.  Hess,  United  States  Attor- 
ney for  the  District  of  Oregon,  and  Victor  E.  Harr, 
Assistant  United  States  Attorney,  and  based  upon 
the  attached  affidavit  moves  the  Court  for  an  order 
extending  the  time  for  filing  the  record  on  appeal 
and  docketing  the  action,  granting  to  appellant 
thirty  (30)  days  from  October  16,  1948.  This  motion 
is  based  upon  Rule  73,  Rules  of  Civil  Procedure. 

Dated   at   Portland,    Oregon,   this   11th   day   of 
October,  1948. 

HENRY  L.  HESS, 
United  States  Attorney  for  the  District  of  Oregon. 

/s/  VICTOR  E.  HARR, 

Assistant  U.  S.  Attorney. 
(Affidavit  of  Service  by  Mail  attached.) 

[Endorsed]:    Filed   October   14,    1948.    Paul   P. 
O'Brien,  Clerk. 
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OBJECTIONS  TO  MOTION  FOR  EXTENSION 
OF  TIME  TO  DOCKET  APPEAL 

Comes  now  the  appellee  above-named  and  objects 
to  the  granting  of  the  motion  of  the  appellant  for 
an  extension  of  time  for  filing  the  record  and 
docketing  the  appeal  for  a  period  of  thirty  days 
from  October  16,  1948  on  the  following  grounds, 
to-wit : 

1.  Neither  the  motion  nor  the  affidavit  attached 
thereto  and  upon  which  the  motion  is  predicated 
presents  any  valid  reason  for  such  extension  of 
time. 

2.  That  under  Rule  73(g)  of  the  Federal  Rules 
of  Civil  Procedure  the  District  Court  alone  is 
authorized  to  grant  an  extension  of  time  for  the 
docketing  of  an  appeal. 

This  objection  is  based  upon  the  affidavit  of 
Robt.  T.  Jacob,  verified  October  14,  1948,  and  upon 
the  records  and  files  of  this  cause  in  this  Court 
and  in  the  United  States  District  Court  for  the 
District  of  Oregon. 

Dated  October  14,  1948. 

/s/  ROBERT  T.  JACOB, 

/s/  S.  J.  BISCHOFF, 

Attorneys  for  Appellee. 

(Acknowledgment  of  Service.) 

[Endorsed] :  Filed  October  15,  1948.  Paul  P. 
O'Brien,  Clerk. 
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[Title  of  U.  S.  Court  of  Appeals  and  Cause.] 

ORDER 

This  matter  coming  on  to  be  heard  upon  motion 
of  Henry  L.  Hess,  United  States  Attorney  for  the 
District  of  Oregon,  and  Victor  E.  Harr,  Assistant 
United  States  Attorney,  for  an  order  extending  the 
time  thirty  (30)  days  from  October  16,  1948,  for 
the  filing  of  the  record  on  appeal  and  docketing 
the  action,  and  the  Court  having  considered  said 
motion  and  the  supporting  affidavit  filed  therewith, 
and  being  advised,  it  is 

Ordered  that  the  appellant  be,  and  he  is  hereby 
granted  an  extension  to  October  23,  1948,  within 
which  to  file  and  docket  the  record  on  appeal. 

Dated  at  San  Francisco,  California,  this  15th  day 
of  October,  1948. 

/s/  WILLIAM  DENMAN, 
Chief  Judge,  U.  S.  Court  of  Appeals,  Ninth  Circuit. 

[Endorsed]:  Filed  October  15,  1948.  Paul  P. 
O'Brien,  Clerk. 
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APPELLANT'S  STATEMENT  OF  POINTS  ON 
WHICH  HE  INTENDS  TO  RELY  ON  AP- 
PEAL AND  DESIGNATION  OF  THE  REC- 
ORD FOR  PRINTING 

Comes  now  J.  W.  Maloney,  United  States  Col- 
lector of  Internal  Revenue  for  the  District  of 
Oregon,  appellant  above-named,  and  pursuant  to 
Subdivision  6,  Rule  19,  of  the  Rules  of  the  United 
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States  Court  of  Appeals  for  the  Ninth  Circuit, 
hereby  adopts  the  statement  of  points  filed  in  the 
District  upon  which  appellant  intends  to  rely  on 
appeal,  and  herewith  designates  the  following  parts 
of  the  transcript  of  record  as  prepared  and  certi- 
fied by  the  Clerk  of  the  District  Court  to  be  printed 
for  the  purposes  of  this  appeal: 

1.  Complaint,  filed  March  16,  1946. 

2.  Answer,  filed  July  19,  1946. 

3.  Motion  and  Notice  and  Affidavit  attached  for 
leave  to  file  an  amended  answer,  filed  October  17, 
1947. 

4.  Objections  to  the  Motion  of  defendant  for 
leave  to  file  an  amended  answer,  and  affidavit 
attached  thereto,  filed  October  27,   1947. 

5.  Petition  of  the  United  States  for  leave  to 
intervene,  filed  October  31,  1947. 

6.  Objections  to  petition  for  intervention,  filed 
November  10,   1947. 

7.  Order  sustaining  plaintiff's  objections  to  peti- 
tion for  intervention,  entered  and  filed  November 
14,  1947. 

8.  Findings  of  Fact  and  Conclusions  of  Law, 
filed  April  21,  1948. 

9.  Judgment,  entered  and  filed  April  21,  1948. 

10.  Notice  of  Appeal,  filed  Jime  18,  1948. 

11.  Motion,  Affidavit  and  Order  of  the  Circuit 
Court  of  Appeals,  granting  extension  of  ninety  days 
from  the  date  of  filing  Notice  of  Appeal  to  file 
and  docket  record  on  appeal,  dated  July  16,  1948, 
and  filed  July  22,  1948. 
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12.  Motion,  Affida\it  and  Order  of  Circuit  Court 
of  Appeals  granting  extension  of  thirty  days  from 
September  16,  1948  within  which  to  file  and  docket 
record  on  appeal,  dated  September  13,  1948,  filed 
October  19,  1948. 

13.  Order  of  the  Circuit  Court  of  Appeals 
granting  extension  to  October  23,  1948,  to  file  and 
docket  record  on  appeal,  dated  October  15,  1948; 
filed  October  19,  1948. 

14.  Statement  of  Points  on  which  Defendant 
Intends  to  Rely  on  Appeal.  (D.C.) 

15.  Order  to  send  trial  exhibits. 

16.  Designation  of  Contents  of  Record  on  Ap- 
peal.  (D.C.) 

17.  Entire  transcript  of  testimony  and  proceed- 
ings of  the  trial. 

18.  The  following  exhibits: 

Plaintiff's  Exhibit  1— Letter  dated  July  7,  1938, 
Conmiissioner  of  Internal  Revenue  to  Ross  B. 
Hammond. 

Plaintiff's  Exhibit  3 — Agreement  and  Articles  of 
Partnership  dated  Feb.  3,  1942,  between  Ross  B. 
Hammond  and  William  A.  Hammond. 

Plaintiff's  Exhibit  4 — Agreement  dated  Feb.  3, 
1942,  between  Ross  B.  Hammond  and  Henry  M. 

Mason. 

Plaintiff's  Exhibit  5— Agreement  dated  Feb.  3, 
1942,  between  Ross  B.  Hammond  and  A.  V.  Peter- 
sen. 
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Plaintife's  Exhibit  6— Only  that  part  of  the  ex- 
hibit consisting  of  the  income  tax  returns  of  Ross 
B.  Hammond  for  the  years  1942  and  1943. 

Defendant's  Exhibit  26 — Original  income  tax 
returns  of  A.  V.  Petersen  for  1942  and  1943. 

Defendant's  Exhibit  27 — Income  tax  returns  of 
Henry  M.  and  Elizabeth  R.  Mason  for  1942  and 
1943. 

Defendant's  Exhibit  28 — Letters  dated  March  3, 
1938,  taxpayer  to  Commissioner;  March  29,  1938, 
Commissioner  to  taxpayer;  April  5,  1938,  taxpayer 
to  Commissioner;  April  25,  1938;  Commissioner 
to  taxpayer;  and  May  9,  1938,  taxpayer  to  Com- 
missioner. 

Defendant's  Exhibit  29 — Statement  in  re  Ross 
B.  Hammond  for  the  years  1942  and  1943,  and 
statement  in  re  William  A.  Hammond  for  the 
years  1942  and  1943. 

Plaintiff's  Exhibit  31 — Subsidiary  Ledger  Ac- 
count A.  V.  Petersen. 

Plaintiff's  Exhibit  32 — Subsidiary  Ledger  Ac- 
count H.  M.  Mason. 

Plaintiff's  Exhibit  35 — Sheet  from  Subsidiary 
Ledger   in   re   Capital   Account. 

Defendant's  Exhibit  36 — Transcript  of  Journal 
Entry  125. 

All  of  the  other  exhibits  are  either  imnecessary 
for  consideration  of  the  points  upon  which  appel- 
lant intends  to  rely  upon  appeal,  are  voluminous 
and  are  otherwise  not  susceptible  for  printing  ])ut 
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will  be  available  for  inspection  by  the  Court  as 
they  have  been  transmitted  to  the  Circuit  Court 
in  their  original  form. 

19.    This  Statement  and  Designation. 
Dated  this  10th  day  of  December,  1948. 
/s/  HENRY  L.  HESS, 

United   States   Attorney. 
/s/  VICTOR  E.  HARR, 

Assistant  U.  S.  Attorney. 
/s/  THOMAS  R.  WINTER, 
By   /s/  VICTOR  E.  HARR, 

Special  Assistant  to  the  U.  S.  Attorney. 

(Acknowledgment  of  Service.) 

[Endorsed]:  Filed  December  13,  1948.  Paul  P. 
O'Brien,  Clerk. 
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DESIGNATION  OF  ADDITIONAL  PARTS  OF 
THE  RECORD  TO  BE  PRINTED 

Comes  now  the  appellee  above-named  and  desig- 
nates the  following  additional  parts  of  the  record 
to  be  printed: 


1. 

Plaintiff's 

Exhibit  12. 

2. 

Plaintilf's 

Exhibit  13. 

3. 

Plaintiff's 

Exhibit  14. 

4. 

Plaintiff's 

Exhibit  15. 

5. 

Plaintiff's 

Exhibit  16. 

6. 

Plaintiff's 

Exhibit  17. 

7. 

Plaintiff's 

Exhibit  18. 

8. 

Plaintiff's 

Exhibit  19. 

9. 

Plaintiff's 

Exhibit  20. 

Ross  B.  Hammond  661 

Appellee  objects  to  the  printing  of  the  following 
portions  of  the  transcript  of  the  testimony  on  the 
ground  that  all  of  said  testimony  pertains  to  the 
issue  of  partnership  only.  In  Appellant's  statement 
of  points  on  which  he  intends  to  rely  on  the  appeal 
he  does  not  challenge  the  Findings  of  Fact  and 
Conclusions  of  Law  of  the  Court  below  in  so  far 
as  it  determines  the  existence  of  the  partnership 
between  Ross  B.  Hammond  and  William  A.  Ham- 
mond. Therefore,  all  testimony  pertaining  thereto 
will  be  an  unnecessary  incumbrance  of  the  record. 

The  parts  of  the  transcript  to  be  omitted  are  as 
follows : 

1.  Omit  last  two  lines  of  page  27  to  and  includ- 
ing the  first  10  lines  on  page  33. 

2.  Omit  the  last  5  lines  on  page  80  to  and 
inehiding  the  first  7  lines  on  page  102. 

3.  Omit  last  line  on  page  117  to  and  including 
the  first  14  lines  on  page  119. 

4.  Omit  the  last  11  lines  on  page  161  to  and 
including  the  first  17  lines  on  page  163. 

5.  Omit  the  last  19  lines  on  page  165  to  and 
including  page  176. 

6.  Omit  last  23  lines  on  page  178  to  and  includ- 
ing the  first  4  lines  on  page  191. 

7.  Omit  page  195  to  and  including  the  first  19 
lines  on  page  198. 

8.  Omit  last  two  lines  on  page  200  to  and  includ- 
ing the  first  3  lines  on  page  202. 

9.  Omit  the  last  12  lines  on  page  211  to  and 
including  page  226. 

10.  Omit  last  16  lines  on  page  229  to  and  includ- 
ing the  first  5  lines  on  page  233. 
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11.  Omit  all  of  page  251  except  the  first  line 
to  and  including  the  first  14  lines  on  page  266. 

12.  Omit  page  280  to  and  including  first  6  lines 
on  page  282. 

13.  Omit  last  23  lines  on  page  310  to  and  includ- 
ing page  313. 

14.  Omit  page  399  to  and  including  page  409. 

Dated  December  18,  1948. 

/s/  E.  T.  JACOB, 

/s/  S.  J.  BISCHOFF, 

Attorneys  for  Appellee. 

/s/  VICTOR  E.  HARR, 

Of  Attorneys  for  Appellant. 

[Endorsed]:  Filed  December  27,  1948.  Paul  P. 
O'Brien,  Clerk. 
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OPINION  BELOW 

The  opinion  of  the  Distria  Court  (R.  19-39)  is  reported 
in  80  F.  Supp.  212. 

JURISDICTION 

This  appeal  involves  federal  income  taxes  for  the  tax- 
able year  1943.  The  taxes  in  dispute  were  paid  as  follows: 
$157,146.90  on  August  17,  1945.  (R.  21.)  Claim  for  re- 
fund was  filed  on  August  22,  1945  (R.  21),  and  the  Com- J 
missioner  did  not  within  six  months  either  allow  or  reject 
the  claim.  (R.  21).  Within  the  time  provided  in  Seaion 
3772  of  the  Internal  Revenue  Code  and  on  March  16,  1946, 
the  taxpayer  brought  an  action  in  the  Distria  Court  for  re- 
covery of  the  taxes  paid.  (R.  2-4.)  Jurisdiaion  was  con- 
ferred on  the  Distria  Court  by  28  U.S.C,  Seaion  1340. 
The  judgment  was  entered  on  April  21,  1948.  (R.  40-41.) 
Within  sixty  days  and  on  June  18,  1948,  a  notice  of  appeal 
was  filed.  (R.  41-42.)  Jurisdiction  is  conferred  on  this  Court 
by  28  U.S.C,  Seaion  1291. 

QUESTIONS  PRESENTED 

1 .  Whether  the  method  of  accounting  employed  by  the 
Commissioner  in  determining  deficiency  in  income  tax  was 
authorized  under  Section  41  of  the  Internal  Revenue  Code. 


This  in  turn  depends  upon  a  determination  of  whether  tax- 
payer received  from  the  Commissioner  permission  to  re- 
port income  on  the  accrual  basis,  whether  in  f aa  the  accrual 
method  was  employed,  and  whether  taxpayer's  accounting 
basis  "does  not  clearly  reflect  the  income"  within  the  mean- 
ing of  Seaion  41  of  the  Code. 

2.  Whether  the  setting  aside  of  large  sums  in  accord- 
ance with  profit-sharing  agreements  with  two  employees, 
whereby  the  excess  of  certain  amounts  was  to  remain  in  the 
company,  was  an  allowable  deduction  as  business  expense 
under  Section  23  (a)(1)  and  therefore  properly  accrued  in 
the  taxable  year  1943. 

STATUTES  AND  REGULATIONS  INVOLVED 

The  pertinent  statutes  and  regulations  are  to  be  found 
in  the  Appendix,  infra. 

STATEMENT 

The  facts  herein,  substantially  as  found  by  the  District 
Court,  and  insofar  as  material  to  the  issues  on  appeal,  may 
be  summarized  as  follows: 

Taxpayer  is  an  individual,  resident  of  Oregon.  On  July 
27,  1945,  the  Commissioner  assessed  against  taxpayer  a 
deficiency  in  income  and  surtaxes  for  the  taxable  year  1943, 


in  the  sum  of  $145,537.77,  together  with  interest  of  $11,- 
609.13,  totalling  $157,146.90.  Taxpayer  paid  in  cash  $150,- 
592.88  of  this,  the  remainder  being  paid  by  credit  allowed 
for  refund  on  an  overassessment  for  1941.  (R.  20-21.) 

On  August  22,  1945,  taxpayer  filed  a  claim  for  refund 
of  the  additional  taxes  paid,  and  subsequent  to  six  months 
thereafter  filed  suit  in  the  United  States  Distria  Court  for 
the  Distria  of  Oregon,  the  Commissioner  not  having  ap- 
proved nor  rejeaed  the  claim.  (R.  21.) 

The  deficiency  in  income  and  sunaxes  was  based  upon 
the  report  of  Revenue  Agent,  W.  G.  Williams  (R.  21,  596), 
in  part  upon  the  refusal  of  the  Commissioner  to  recognize 
a  partnership  bervs^een  taxpayer  and  his  son^  and  in  part 
upon  the  Commissioner's  rejeaion  of  the  partnership  ac- 
counting method.  (R.  21-22.) 

Prior  to  the  tax  year  1938,  taxpayer  conduaed  his  con- 
traaing  business  in  the  name  of  a  corporation  which  kept 
its  books  on  the  percentage  of  completion  basis.  Taxpayer 
kept  his  individual  accounts  on  the  cash  basis.  As  of  the 
end  of  the  vear  1938,  the  corporation  was  dissolved,  an( 
until  the  formation  of  the  partnership  betu^een  father  and 
son,  taxpayer  conduaed  the  business  in  his  own  name. 
When  the  corporation  was  dissolved,  it  had  been  engaged 
in  constructing  the  State  Capitol  Building  at  Salem,  Ore- 
gon.   Upon  dissolution,  taxpayer  individually  completec 


1    This  dercrmii-'ation  is  not  in  issue  upon  this  appeal. 


the  project.  In  1937,  the  corporation  had  reported  the  in- 
come from  the  projea  on  the  percentage  of  completion 
basis.  (R.  25.) 

The  court  below  found  that  taxpayer  applied  to  the 
Commissioner  for  permission  to  adopt  individually  the 
accrual  basis  of  accounting,  with  the  exception  that  income 
to  be  reported  from  the  state  capitol  projea  was  to  be  re- 
ported on  the  percentage  of  completion  basis.  The  court 
also  found  that  in  1938  the  Commissioner  granted  such  per- 
mission, and  that  taxpayer  thereafter  maintained  his  ac- 
counts and  reported  his  income  in  the  manner  so  permitted. ^ 
The  court  also  found  that  in  all  years  subsequent  to  1938 
the  father  and  son  partnership  maintained  the  accrual 
method  of  accounting,  making  no  change  in  method.  The 
court  found  that  the  accounts  clearly  refleaed  the  income 
of  the  partnership.  (R.  26-27.) 

The  court  found  that  income  in  the  tax  years  in  question 
was  properly  reported  and  deduaions  properly  taken,  and 
found  that  there  was  no  basis  either  in  fact  or  law  for  the 
rejection  of  taxpayer's  method  of  accounting  and  that  the 
method  of  accounting  employed  by  the  Commissioner  to  re- 
flect the  income  of  the  partnership  was  an  improper  method 
of  accounting  because  based  partly  on  an  accrual,  parti)' 


2  The  court  found  that  taxpayer  reported  on  the  accrual 
basis  in  and  after  1938,  but  that  in  1938  he  reported  the 
remainder  of  the  State  Capitol  Building  project  on  the  per- 
ce^rage-of-completion  basis.  (R.  26.) 


upon  a  percentage  of  profit,  and  in  part  upon  a  completion 
of  contraa  basis.  (R.  27.) 

The  Commissioner  disputes  the  findings  set  out  in  the 
two  preceding  paragraphs. 

In  addition  to  what  may  be  termed  the  "accounting 
issue,"  there  is  in  issue  a  profit  sharing  agreement  between 
taxpayer  and  two  of  his  employees.  The  taxpayer  on  Feb- 
ruary 3,  1942,  entered  into  such  an  agreement  with  one 
Henry  M.  Mason.  (R.  28.) 

Under  the  agreement,  Mason  was  to  be  paid  20%  of 
the  profits  of  the  company  for  each  calendar  year,  after  de- 
duction of  expenses  but  before  deduaion  of  income  taxes. 
The  parties  agreed  that  the  business  needed  large  working 
capital  and  agreed  that  Mason's  compensation  was  to  be 
paid  by  a  drawing  account  of  $500  per  month,  but  that 
Mason  was  not  to  be  permitted  to  draw  more  than  $10,000 
in  any  one  year.  Funds  in  excess  of  that  amount  were  to  be] 
permitted  to  remain  in  the  company,  for  use  as  working 
capital,  bearing  no  interest.  The  agreement  provided  foi 
cancellation,  and  provided  that  if  Mason  left  the  company 
and  desired  to  withdraw  his  earnings,  one  year's  notice  ol 
demand  for  such  funds  must  be  given  taxpayer.  If  Masoi 
should  cancel  the  agreement  or  resign,  the  drawing  account 
of  $500  monthly  was  to  be  his  entire  compensation  for  that 
calendar  year.  Were  the  drawing  account  to  exceed  20^ 
of  the  profits,  it  was  to  be  charged  against  any  amounts 


accrued  to  Mason's  account  under  the  agreement.  The  final 
paragraph  of  the  agreement  was  an  agreement  that  the  con- 
tract was  one  of  employment  only,  that  Mason  received 
thereby  no  interest  in  the  business,  all  payments  to  represent 
compensation  for  services  rendered.  (R.  28-32.)  Taxpayer 
entered  into  an  agreement  on  the  same  date  with  one  A.  V. 
Peterson,  providing  similarly,  but  providing  for  a  $400 
monthly  drawing  account,  with  a  maximum  annual  with- 
drawal of  $7,500  yearly.  (R.  32.) 

In  the  tax  year  1942,  the  share  of  profits  earned  by 
Peterson  and  Mason  in  accordance  with  the  terms  of  the 
contracts  with  taxpayer  amounted  to  $86,635.88;  in  the  tax 
year  1943,  $77,366.37.  These  amounts  were  computed  upon 
the  same  accounting  method  used  to  compute  taxpayer's 
profits,  and  credited  against  Mason's  and  Peterson's  ac- 
counts. (R.  32-33.) 

The  court  below  found  that  the  profits  accrued  to  Mason 
and  Peterson,  but  paid  subsequently  to  1942-1943,  were 
proper  deductions  in  the  tax  years  as  expenses  in  taxpayer's 
return.  (R.  33.) 

The  court  also  found  that  when  the  revenue  agent  ex- 
amined taxpayer's  books,  resulting  in  the  report  noted, 
supra,  he  had  knowledge  of  all  the  facts  pertaining  to  de- 
ductions under  the  profit-sharing  agreements  and  that  he 
examined  into  their  propriety  but  did  not  disallow  or  re- 
ject such  deductions,  nor  did  the  Commissioner  reject  die 
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deduaions  as  a  basis  for  assessment  of  deficiency.    (R. 
33-34.) 

The  aaion  for  refund  was  commenced  on  March  16, 
1946.  On  July  19,  1946,  the  Colleaor  interposed  his  answer, 
but  did  not  set  up  any  counterclaim,  set-off,  or  defense 
based  upon  the  Mason-Peterson  deduaions.  But  on  Oaober 
18,  1947,  the  Colleaor  moved  for  leave  to  file  an  amended 
answer  in  which  it  was  claimed  for  the  first  time  that  the 
Mason-Peterson  deduaions  should  not  have  been  allowed. 
Taxpayer  objeaed  on  the  ground  that  no  cause  was  shown 
why  such  matters  should  not  have  been  referred  to  at  an 
earlier  date,  that  there  was  no  showing  of  due  diligence, 
that  the  amendment  set  out  a  new  cause  of  aaion,  and  that 
the  set-off  termed  "Additional  Defense"  was  barred  by 
the  statute  of  limiations  contained  in  the  Internal  Revenue 
Code.  The  court  denied  the  Collector's  motion  upon  the 
grounds  urged.  (R.  18-19,  34-35.) 

But  upon  trial  of  the  aaion,  the  court  permitted  evi- 
dence upon  the  Mason-Peterson  deduaion  issue,  subjea  to 
taxpayer's  objeaions.  Thereafter,  the  court  found  that  tax- 
payer's objeaions  were  well  taken  and  also  found  upon  the 
merits  that  the  share  of  profits  credited  on  taxpayer's  books 
and  by  the  partnership  to  Mason  and  Peterson  and  accrued 
as  expense  and  deductions  were  properly  taken.  (R.  35.) 

The  court  below  found  that  the  deficiency  assessed  and 
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collected  was  illegal  and  granted  judgment  for  taxpayer, 
April  21,  1948.  (R.  36,40.) 

The  court  also  granted  a  judgment  dismissing  the  Col- 
lector's suit  for  $6,554.03,  which  had  been  consolidated 
with  the  action  at  bar.  This  aaion  had  been  brought  for 
the  refund  credit  allowed  for  1941,  noted  supra,  with  which 
taxpayer  had  paid  part  of  the  deficiency  assessed  for  1943. 
Taxpayer  therefore  was  adjudged  entitled  to  recover  but 
$150,592.88,  plus  interest  thereon.  (R.  36-37.) 

The  court's  conclusions  of  law  are  set  out  at  R.  37-39. 

The  Colleaor  filed  his  notice  of  appeal  June  15,  1948. 
(R.  41.)  Taxpayer  moved  to  dismiss  the  appeal  on  the 
ground  that  the  Collector  failed  to  file  the  transcript  for 
docketing  in  this  Court  within  the  time  provided  by  Rule 
73(g)  of  the  Federal  Rules  of  Civil  Procedure.  This  Court 
denied  the  motion.  Maloney  v.  Hammond,  111  F.  2d  225. 

STATEMENT  OF  POINTS  TO  BE  URGED 

1.  The  Distria  Court  erred  in  finding  and  concluding 
that  taxpayer's  method  of  accounting  clearly  reflected  tax- 
able income. 

2.  The  District  Court  erred  in  finding  and  concluding 
that  taxpayer  was  entitled  to  dedua  a  percentage  of  his 
profits  from  the  partnership  under  profit-sharing  agree- 
ments with  two  of  his  employees. 
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3.  The  District  Court  erred  in  denying  Colleaor's 
motion  to  amend  his  answer  and  plead  as  a  set-off  that  tax- 
payer had  not  overpaid  his  taxes  on  the  grounds  that  he 
failed  to  include  in  his  taxable  income  for  the  period  in- 
volved all  of  his  income  from  the  pannership. 

4.  The  Distria  Court  erred  in  finding  and  concluding 
that  the  Commissioner  of  Internal  Revenue  authorized  tax- 
payer to  file  his  federal  income  tax  returns  on  the  accrual 
basis  of  accounting  and  in  not  concluding  that  the  Com- 
missioner of  Internal  Revenue  authorized  taxpayer  to  re- 
port his  long-term  contracts  on  the  percentage  of  completion 
basis. 

5.  The  Distria  Court  erred  in  nor  finding  and  con- 
cluding that  taxpayer  maintained  stock  piles  of  material 
which  were  not  refleaed  in  reporting  net  income  from  long- 
term  contraas. 

SUMMARY  OF  ARGUMENT 

Taxpayer's  method  of  accounting  distorts  his  income. 
He  did  not  follow  the  method  authorized  by  the  Commis- 
sioner, accrual  coupled  with  the  reporting  of  long-term 
contraas  on  a  percentage  of  completion  basis.  The  attempted 
accrual  method  used  by  taxpayer  did  not  clearly  reflea  his 
income  and  the  Commissioner  therefore  properly  exercised 
his  broad  discretion  to  recom.pute  taxpayer's  income  in  order 
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that  it  might  clearly  reflea  income.  Such  determination 
should  stand  in  the  absence  of  taxpayer's  showing  that  his 
method  does  clearly  reflea  income.  Taxpayer  failed  to 
follow  the  Regulations  applicable  to  percentage  of  com- 
pletion accounting  in  that  he  failed  to  keep  inventories  and 
failed  to  accrue  uncompleted  work.  Accordingly,  the  Com- 
missioner's method  of  accounting,  being  the  best  available 
under  the  circumstances  to  clearly  reflea  taxpayer's  income 
year  by  year,  should  be  allowed  to  stand,  taxpayer  not  hav- 
ing sustained  his  burden  of  proving  overpayment  of  tax. 

Taxpayer  did  not  properly  accrue  deduaions  for  amounts 
set  aside  to  be  paid  Mason  and  Peterson  under  their  profit- 
sharing  agreements.  The  amounts  so  credited  were  not 
construaively  received,  nor  were  they  fixed  and  definite 
obligations,  for  there  was  no  certaint}^  that  any  amounts 
credited  might  ever  be  paid  over.  Moreover,  assuming 
arguendo  that  the  am.ounts  might  properly  be  accrued,  the 
amounts  credited  could  not  be  deduaed  until  paid  under 
the  provisions  of  the  Internal  Revenue  Code  providing  for 
contributions  of  an  employer  under  a  deferred  payment 
plan.  The  problem  of  the  Mason-Peterson  deductions  is  a 
proper  subjea  of  appeal,  in  that  the  Distria  Court  abused 
its  discretion  in  denying  Colleaor's  motion  to  amend  his 
answer  to  present  the  question  and  in  that  the  Distria  Court 
necessarily  had  to  reach  the  merits  to  decide  whether  or 
not  taxpaver  had  overpaid  his  tax. 
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ARGUMENT 


The  District  Court  Erred  in  Accepting  Taxpayer's  Method  of 
Accounting  and  Rejecting  Commissioner's. 

Under  Section  42  of  the  Internal  Revenue  Code 
(Appendix,  infra) ,  taxpayer  is  bound  to  account  annually 
or  on  a  fiscal  year  basis  for  all  his  income.  This  he  may  do 
by  one  of  several  methods — accrual,  cash  receipts  and  ex- 
penditures, or  on  a  long-term  basis,  as  provided  in  Treasury 
Regulations  94,  Article  42-4  (Appendix,  infra)  .^ 


3  Subsequent  Regulations  deal  with  the  same  subjea 
matter,  and,  for  the  purposes  of  the  case  at  bar  are  the  same. 
Treasury  Regulations  HI,  Section  29-42-4;  Treasury  Reg- 
ulations 103,  Seaion  19.42-4;  Treasury  Regulations  101, 
Article  42-4.  Anicle  42-4  provides  in  part  that  as  to  long- 
term  contracts: 

(a)  Gross  income  derived  from  such  contracts  may 
be  reported  upon  the  basis  of  percentage  of  completion. 
*  >ij  *  There  should  be  deducted  from  such  gross  in- 
come all  expenditures  made  during  the  taxable  year  o^ 
account  of  the  contract,  account  being  taken  of  the 
material  and  supplies  on  hand  at  the  beginning  anc 
end  of  the  taxable  period  for  use  in  connection  with 
the  work  under  the  contract  but  not  yet  so  applied. 
If,  upon  completion  of  a  contract,  it  is  found  that  the 
taxable  net  income  arising  thereunder  has  not  been 
clearly  reflected  for  any  year  or  years,  the  Commissioner 
may  permit  or  require  an  amended  return.  *  *  ''' 
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(Footnote  3  continued) 

A  taxpayer  may  change  his  method  of  accounting  to 
accord  with  paragraph  (a)  or  (b)  of  this  article  only 
after  permission  is  secured  from  the  Commissioner  as 
provided  in  article  41-2. 

Article  41-2  and  corresponding  subsequent  Regulations 
require  the  permission  of  the  Commissioner  whenever  a  tax- 
payer's accounting  method  is  changed. 


The  taxpayer  contended  below  that  he  adopted  the 
accrual  method  of  accounting,  in  accordance  with  permission 
granted  by  the  Commissioner,  upon  dissolution  of  his  cor- 
poration, and  that  his  method  of  accounting  fairly  and 
clearly  reflected  his  income  for  the  taxable  years  involved. 
The  District  Court  so  found. 

It  is  the  Collector's  position  that  the  findings  of  the 
court  below  permit  taxpayer  to  utilize  a  system  of  account- 
ing which  distorts  his  income  and  inhibits  an  orderly  collec- 
tion of  income  tax. 

We  contend  that  the  taxpayer,  in  following  the  method 
he  used,  did  not  use  the  system  he  requested  and  received 
permission  to  use  from  the  Commissioner,  except  in  the 
first  year  to  which  the  permission  applied.  Taxpayer  aaually 
received  permission  to  use  an  accrual  basis  coupled  with 
permission  to  report  long-term  contraas  on  a  percentage- 
of-completion  basis.  He  did  not  follow  the  method  so  per- 
mitted. Even  assuming  arguendo  that  taxpayer  had  the 
right  to  use  the  accrual  system  alone  and  used  it,  such  n 
r-e:b.od  did  r.or  clearlv  reflect  taxpayer's  incom.e.    As  a 
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result,  the  Commissioner,  as  he  is  authorized  to  do,  adopted 
his  own  determination  as  to  the  accounting  method  to  be 
followed  for  taxpayer's  income  for  the  taxable  years  in- 
volved. We  contend  that  the  court  erred  in  rejeaing  this 
method  of  the  Commissioner's.  In  this  conneaion  we  point 
out  that  Section  41  of  the  Internal  Revenue  Code  ( Appen- 
dix,  infra)  provides:  i 

*  *  *  if  the  method  employed  [by  the  taxpayer} 
does  not  clearly  reflea  the  income,  the  computation 
shall  be  made  in  accordance  with  such  method  as  in 
the  opinion  of  the  Commissioner  does  clearly  reflea 
the  income. 

The  problem  of  which  was  the  proper  method  of  ac- 
counting necessarily  depends  upon  the  faas  of  each  case,' 
and  must  be  resolved  by  an  examination  of  the  record. 

During  the  years  involved  taxpayer,  and  subsequently 
taxpayer  and  his  son  as  partners,  entered  into  several  long- 
term  contraas.  These  were  of  varying  types,  depending 
upon  the  terms  of  compensation — fixed  fee,  lump-sum,  or 
cost-plus  basis  (R.  149.)  There  was  also  one  characterized 
by  taxpayer  as  "entirely  different."  (R.  149,  et  seq.)  All 
the  contract  accounts  were  kept  on  an  attempted  accrual 
basis.  In  substance,  taxpayer  accrued  all  labor  and  material 
as  acquired.  As  the  work  progressed  on  these  contracts, 
taxpayer  or  someone  on  his  staff  periodically  estimated  the 
work  that  had  been  done,  and  submitted  the  estimates  to 
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the  owners'  engineers  or  architeas  for  approval.  There- 
after, the  owners  were  billed.  (R.  155-159;  232-235.)  An 
effort  was  made  to  collect  as  much  as  possible  as  the  work 
progressed.  (R.  162,  176,  233,  405.)  Generally,  when  ma- 
terials were  received  and  delivered  to  the  projea,  the  owners 
were  billed  therefor.  (R.  234-235,  245-246,  338-340.)  Bill- 
ings for  materials  were  not  delayed  until  the  materials  were 
incorporated  in  the  construaion.  On  some  contraas,  ma- 
terials not  incorporated  into  the  project  could  not  be  billed 
while  merely  stored  on  the  job.  (R.  246.)  Yet  no  inventories 
of  materials  on  hand  were  maintained  in  any  case.  (R.  169, 
177,  181-182,  245,  247,  309-310.)  Frequently,  materials  on 
hand  in  December  would  not  enter  into  billings  made  until 
the  subsequent  year,  nor  would  work  done,  if  no  estimate 
were  made  before  the  end  of  the  year,  as  was  frequently  the 
case.  (R.  310-315,  318-319.)  Yet  expenses  would  be  accrued 
for  this  period,  expenses  for  materials  being  accrued  upon 
receipt  thereof.  (R.  249,  319.) 

Under  the  fixed- fee  and  cost-plus  contraas,  90%  of 
the  fixed  fee  was  billed  and  paid  as  it  accrued,  in  monthly 
installments  based  on  estimates  of  percentage  of  completion. 
The  balance  was  paid  upon  completion  and  final  archi- 
teaural  or  engineering  acceptance.  Monthly  payments,  up 
to  90%  of  the  contraa  price,  were  made  under  lump-sum 
contracts  for  labor  and  materials  put  into  the  work  and 
75%  of  all  staple  materials  stored  at  the  site,  up  to  the  first 
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day  of  the  month  as  estimated  by  the  architea-engineer.  The 
remainder  was  paid  upon  final  certificate. 

The  revenue  agent  making  his  investigation  determined 
that  subsequent  to  1938,  taxpayer  had  not  kept  his  books 
and  reported  income  on  a  percentage-of-completion  basis, 
but  had  instead  used  an  "attempted  accrual  basis."  (R.  600.) 
And  accordingly  proper  accruals  were  not  entered  in  the 
contract  accounts  in  the  books,  income  not  being  properly 
accrued,  nor  cost  of  materials  set  up  as  a  prepaid  expense. 
He  felt  that  the  distortion  of  income  present  in  the  years 
under  consideration  was  primarily  due  to  failure  to  keep 
inventories  of  materials  on  hand  but  not  yet  incorporated 
in  the  construaion  work  being  done.  (R.  442,  462.)  An 
inventory  would  have  been  required  under  Article  42-4  of 
Treasury  Regulations  94,  had  taxpayer  properly  reported 
on  the  percentage-of-completion  basis.  He  found  a  marked 
distortion  of  income  and  determined  that  to  recompute  the 
income  for  the  years  in  question  in  accordance  with  a  true 
percentage-of-completion  method,  or  in  accordance  with  a 
true  accrual  basis,  would  entail  a  prohibitive  am.ount  of 
time.  Accordingly,  he  attempted  to  devise  a  retrospective 
method  of  accounting  which  would  fairly  ref lea  the  income 
of  the  years  under  examination.  To  do  this  he  applied  the 
ratio  of  profit  to  total  income  received  on  each  contraa  to 
the  yearly  income  received  in  each  case.  His  recomputation 
re:ts  upon  such  basis. 
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Admirtedlv,  the  method  the  revenue  agent  employed  is 
not  one  expHcitly  provided  for  by  the  Regulations,  not  bv 
the  Intemal  Revenue  Code.  But  it  does  narrow  the  distor- 
tion of  profits  reported  in  the  several  years  under  the  method 
employed  by  taxpayer.  The  Commissioner  has  broad  dis- 
cretion in  making  a  recomputation  clearly  to  reflea  income, 
which  may  be  reviev^'ed  only  when  abuse  is  sho"^'n.  \FiUtam 
Hardy,  Inc.  v.  Commissioner.  82  F.  2d  249  (C.  A.  2d) ,  citing 
Brown  v.  Heliering.  291  U.  S.  193,  and  L//cas  v.  American 
Code  Co..  2S0  U.  S.  445 ;  In  re  Neivman.  94  F.  2d  lOS  (C.  A. 
6th).  Carver  v.  Commissioner.  10  T.  C.  1~1.  appeal  pend- 
ing (C.  A.  6th).  Tlie  Commissioner  is  not  bound  bv 
stereot\'ped  methods  of  accounting,  but  he  must  have  some 
leeway  in  determining,  as  he  is  bound  to  do,  whether  income 
is  properly  refleaed.  William  Hard\.  Ikc.  v.  Commissioner, 
supra.  Therein  the  cour:  also  states  that  the  Commissionet's 
acceptance  of  returns  on  the  basis  he  seeks  to  diange  is  not 
binding  upon  him.  Accord,  Carver  v.  Commissioner,  supra. 
And  in  the  absence  of  a  showing  by  the  taxpayer  that  tax- 
payer's method  accurately  reflects  income  for  the  years  in 
question,  it  -^^ould  seem  that  the  Commissioner's  method 
should  be  sustained.  Taxpayer  failed  to  make  sudi  a  show- 
ing. 

Taxpayer  principally  took  the  position  that  he  was  prop- 
erly returning  income  on  tlie  accrual  basis,  ;ind  that  ther. 
under  it  was  unnecessary  for  him  to  take  into  account  :::.. 
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terials  on  hand  and  not  yet  used.  The  court  found  that  the 
Commissioner  had  authorized  taxpayer  to  report  income 
on  the  accrual  basis,  but  we  contend  on  the  contrary  that 
the  Commissioner  authorized  him  to  report  on  accrual,  with 
long-term  contracts  reported  on  the  percentage  of  comple- 
tion basis.  This  would  not  be  inconsistent  permission,  nor 
would  it  produce  a  "hybrid"  system  of  accounting. 

The  taxpayer  first  wrote  to  the  Commissioner  requesting 
(R.  633  ) ,  "In  accordance  with  requirements  of  Article  42-4, 
Regulations  94,"  that  he  be  permitted  to  change  his  account- 
ing basis.  Prior  to  that  time,  the  corporation  had  been  re- 
porting on  accrual  plus  percentage-of -completion  basis.  In 
the  letter,  taxpayer  stated  that  the  corporation  had  been 
dissolved  and  the  business  transferred  to  him  as  a  sole  pro- 
prietorship. The  purpose  of  the  letter  was  stated  to  be  an 
attempt  to  take  every  precaution  to  see  (R.  633-634)  — 

that  the  method  heretofore  employed  by  the  corpora- 
tion is  perpetuated  and  that  the  new  ownership  is  per- 
mitted to  file  upon  the  same  basis  as  that  used  by  the 
corporation. 

The  letter  states  in  addition  that  in  view  of  the  faa  that 
the  corporation's  books  had  been  kept  on  an  accrual  basis, 
the  individual  books  would  be  kept  on  a  similar  basis,  and 
returns  accordingly  made  on  an  accrual  basis. 

Taxpayer's  attorney  attempted  to  explain  away  the  re- 
quest for  permission  to  report  on  a  percentage-of-completio  i 
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basis  on  the  ground  that  the  letter  was  written  by  a  layman. 
But  taxpayer  testified  below  that  "very  probably  it  was 
diaated"  by  his  counsel.  (R.  203.)  This  would  be  con- 
sistent with  taxpayer's  admitted  ignorance  of  accounting 
bases  and  tax  regulations.  (R.  I6O-I6I,  202.)  Since  tax- 
payer thought  the  corporation  was  on  a  "finished  basis, "^ 
(R.  161),  it  is  hardly  likely  he  would  write  a  letter  clearly 
identifying  and  indicating  knowledge  of  the  percentage-of- 
completion  basis  and  applicable  Regulations. 

The  Commissioner,  in  answer,  advised  taxpayer  that 
(R.  635)  — 

to  the  extent  that  your  income  is  derived  from  long- 
term  contraas,  as  defined  in  article  42-4  of  Regulations 
94,  you  may  report  your  gross  income  from  such  con- 
traas upon  either  of  the  two  bases  set  forth  in  that 
article  *  *  *. 

Replying  to  the  Commissioner's  letter,  taxpayer  stated 
(R.  636) : 

I  requested  permission  to  report  income  from  con- 
tracts, as  an  individual,  on  a  percentage-oj-completion 
basis,  as  the  corporation  had  previously  been  doing, 
and  to  keep  all  accounts  and  make  all  returns  on  an 
accrual  basis.  Your  reply  of  March  29th,  grants  per- 
mission to  me  to  report  income  from  contraas  as  the 


4  This,  despite  the  fact  that  it  was  admittedly  on  the 
percentage-of -completion  basis.  The  court  also  found  as 
much.  (R.  25.) 
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corporation  had  been  doing,  but  makes  no  statement 
regarding  keeping  all  accounts  on  an  accrual  basis. 
(Emphasis  supplied.) 

He  then  stated  that  the  corporation  had  been  keeping 
its  books  and  filing  its  returns  on  an  accrual  basis  while  he 
personally  had  been  on  the  cash  basis,  that  the  corporation 
had  been  dissolved,  that  all  future  returns  would  be  made 
as  an  individual,  and  that  since  his  main  income  was  from 
the  construaion  business  (R.  637)  — 

which  has  been  kept  on  an  accrual  basis,  we,  therefore, 
request  definite  permission  to  make  all  future  returns 
of  Ross  B.  Hammond  as  an  individual  on  the  same 
basis  as  the  corporation  had  previously  made  returns, 
which  is  the  accrual  basis. 

After  requesting  further  information,  the  Commissioner 
wrote  taxpayer  granting  permission  to  report  his  income 
on  the  accrual  instead  of  the  cash  basis,  beginning  with  the 
tax  year  ending  December  31,  1938.  (R.  518-519.)  As  the 
court  below  found,  taxpayer  in  and  after  1938  reported  his 
income  on  the  accrual  basis,  with  the  exception  that  the  tag 
end  of  the  State  Capitol  Building  contract  in  1938  was  re- 
ported on  the  percentage-of -completion  basis.^  (R.  26.) 


5  It  is  not  unworthy  of  note  that  the  first  letter  of  the 
Commissioner  discussed  in  the  text  (R.  634-635),  points 
out  to  taxpayer  that  whatever  method  is  first  followed  must 
thereafter  be  followed  unless  subsequent  permission  to 
chann;e  is  granted  bv  the  Commissioner. 
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The  only  logical  interpretation  to  <be  put  on  this  corre- 
spondence is  that  taxpayer  wanted  to  change  from  the  cash 
to  the  accrual  basis,  but  still  wanted  to  report  long-term 
contraas  as  the  corporation  had  been  doing  prior  to  dis- 
solution, on  the  percentage-of-completion  basis.  His  aaions 
in  1938  bear  this  conclusion  out.  His  reports  in  subsequent 
years  do  not,  but  it  is  unnecessary  that  they  do,  in  view  of  the 
accounting  method  employed  for  the  return  for  1938.  The 
District  Court's  conclusion  that  the  Commissioner  authorized 
straight  accrual  accounting  seems  clearly  erroneous  therefore 
and  should  be  reversed. 

Accordingly,  under  Article  42-4  of  Regulations  94,  tax- 
payer should  have  kept  an  inventory  of  stock-piles  over  the 
years  in  question,  which  he  did  not.  Further,  in  accordance 
with  that  article,  if — 

it  is  found  that  the  taxable  net  income  *  *  *  has  not 
been  clearly  reflected  for  any  year  or  years,  the  Com- 
missioner may  permit  or  require  an  amended  return. 

For  "the  method  employed  by  the  taxpayer  is  never  con- 
clusive." Brown  v.  Helvering,  supra  (p.  203). 

When  the  revenue  agent  investigated,  he  found  that 
taxpayer  purportedly  kept  his  books  on  an  accrual  basis, 
but  that  actually  this  basis  was  a  hybrid,  neither  a  true 
accrual  basis  nor  a  true  percentage-of-completion  basis. 
No  inventories  had  been  made;  no  consideration  was  given 
to  work  which  had  not  been  completed  but  was  in  progress 
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at  the  end  of  the  year,  nor  to  equipment  or  material  which 
had  been  accrued  on  the  books  but  not  used.  Article  42-4 
and  subsequent  Regulations  dealing  with  the  same  subject 
specifically  require  such  accounting  practices. 

It  would  seem,  moreover,  that  inventory  of  stock  piles 
and  accruing  of  uncompleted  work  are  vital  to  clear  reflec- 
tion of  income  on  long-term  contraas.^  If  stock  piles  and 
unbilled  work  are  not  accrued  or  taken  account  of,  it  is 
clear  that  a  taxpayer  may  readily  chrow  income  into  the 
year  which  is  not  profitable  to  him.  Or,  if  as  taxpayer  pro- 
ceeded here,  materials  are  accrued  as  expense  when  de- 
livered to  the  jdb,  expense  may  be  incurred  in  years  of  high 
income  (by  way  of  materials  procured  for  a  subsequent  year's 
operation.  Such  a  distortion  would  seem  to  be  indicated  by 
taxpayer's  Troutdale  projea.^ 

The  revenue  agent  did  not  change  the  figures  of  in- 


6  It  was  admitted  at  trial  that  in  any  construction  projea 
there  was  a  considerable  amount  of  work  at  the  end  of  the 
year  which  could  not  be  billed  and  would  therefore  not  be 
accrued  under  taxpayer's  method  of  accounting.  (R.  176- 
177;  310-315;  318-319.)  On  some  jobs  admittedly  there 
was  a  stock  pile.  (R.  176-177.) 

7  In  1941  taxpayer  reported  gross  income  of  $59,000 
and  showed  a  profit  of  nearly  $24,000.  The  next  year  showed 
■a  loss  of  over  $20,000  against  a  gross  income  of  over 
$1,000,000.  The  third  year  profit  was  $94,000,  gross  nearly 
$275,000.  Other  projects  showed  a  similar,  though  lesser, 
distortion.  (R.  612-618.) 
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come  shown  on  taxpayer's  books  and  returns.  He  merely 
shifted  the  income  to  a  given  year  in  accordance  with  the 
percentage  of  which  the  contracts  had  been  completed  in 
that  year.  This  corresponds  with  the  requirement  of  Sec- 
tions 41  and  42  of  the  Internal  Revenue  Code,  which  clearly 
contemplate  clear  refleaion  of  income  for  each  taxable 
period  rather  than  the  eventual  reporting  of  all  income  re- 
ceived. Cf.  Security  Mills  Co.  v.  Commissioner,  321  U.  S. 
281.  The  faa  that  true  income  may  eventually  be  returned 
is  irrelevant,  and  a  dangerous  consideration  if  tax  rates 
fluauate.  The  Commissioner  is  therefore  empowered,  in 
reaccounting  a  taxpayer's  income  clearly  to  reflect  income, 
to  seek  a  clear  representation  for  each  year  involved. 

The  Commissioner's  method  is  not  explicitly  set  forth  in 
the  Code  or  in  the  Regulations.  But  taxpayer  is  not  entitled 
to  recover  upon  the  mere  showing  that  an  unprescribed 
method  has  been  used  by  the  Commissioner  in  recomputing 
the  tax.  His  is  the  burden  to  show  that  he  has  overpaid  his 
tax.  Lewis  v.  Reynolds,  284  U.  S.  281,  599.^  It  might  be 
suggested  that  the  Commissioner's  method  is  inferior  to 
taxpayer's  in  that  every  so  often,  a  recomputation  must  be 
made.  This  criticism  is  invalid.  As  the  revenue  agent  in- 
dicated, the  Commissioner's  recomputation  does  not  reprc 


8  In  this  connection,  the  discussion  supra,  of  the  Com- 
missioner's broad  discretion  in  the  method  to  be  used  in 
recomputation  is  pertinent. 
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sent  a  permanent  basis  of  accounting.  (R.  601. )  The  method 
used  was  used  because  it  was  too  late,  the  time  requirement 
too  great,  to  recompute  taxpayer's  income  on  a  true  accrual 
or  a  true  percentage-of-completion  basis.  It  was  the  best 
method  available,  and  should  therefore  be  upheld. 


II 


The  District  Court  Erred  in  Finding  that  Amounts  Set  Aside 
Under  the  Mason-Peterson  Profit-Sharing  Agreements 
Were  Properly  Accrued  Deductions  in  the  Taxable  Year. 

Under  their  contraas  with  taxpayer  neither  Mason  nor 
Peterson  had  an  unrestriaed  right  to  demand  payment  of 
the  amounts  credited  to  their  accounts.  There  is  no  ques- 
tion but  that  they  did  not  construaively  receive  income  in 
the  taxable  year  as  a  result  of  their  accounts  being  credited 
by  taxpayer.  Nor  did  either  of  them  report  as  income  the 
amounts  so  credited  and  sought  by  taxpayer  to  be  accrued. 

The  problem  of  whether  taxpayer  properly  accrued  and 
therefore  properly  deducted  the  amounts  set  aside  over  and 
above  the  monthly  drawing  accounts  and  yearly  maxim.a 
provided  in  the  contracts  depends  upon  whether  the  amounts 
were  properly  accrued  within  the  meaning  of  Seaion  43 
of  the  Internal  Revenue  Code.  (Appendix,  infra.)  See  also. 
Treasury  Regulations  111,  Section  29. 43-1.  The  cases 
apropos  to  the  problem  turn  on  the  question  of  whether 
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the  compensation  sought  to  be  deduaed  is  contingent  or 
definite,  or,  in  other  words,  whether  taxpayer's  liability  to 
his  employees  is  so  conditioned  as  to  make  payment  or 
amount  uncertain.  Wtlloughby  Camera  Stores  v.  Commis- 
sioner, 125  F.  2d  607  (C.A.  2d)  ;  Commissioner  v.  Brooklyn 
R.  S.  Corp.,  79  F.  2d  833  (C.A.  2d) ;  S.  Naitove  &  Co.  v. 
Commissioner,  32  F.  2d  949  (C.A.  D.C.);  Field  &  Start, 
Inc.  V.  Commissioner,  17  B.T.A.  1206,  affirmed,  44  F.  2d 
1014  (C.A.  2d),  certiorari  denied,  283  U.  S.  826.  Compare 
Kaufman  Department  Stores  v.  Commissioner,  34  F.  2d  257 
(C.A.  3d.) 

It  is  clear  from  the  agreements  that  Mason's  and  Peter- 
son's deferred  compensation,  the  amounts  plowed  back  into 
the  business,  were  not  definite  obligations  of  taxpayer. 
They  were  in  fact  contingent.  Although  each  year,  sums 
certain  might  be  accrued  to  the  credit  of  the  two  employees, 
these  sums  were  subject  always  to  being  cut  down  when 
their  percentages  of  the  profits  failed  to  match  the  amounts 
they  were  entitled  to  draw.  As  opposed  to  the  Kaufman 
Stores  case,  the  cutting  down  was  not  contingent  upon  there 
being  losses,  but  merely  upon  net  profits  falling  below  a 
certain  amount.  Furthermore,  even  though  either  employee 
could  cancel  his  agreement  with  taxpayer,  the  cancellation 
could  not  effea  a  withdrawal  of  amounts  accrued  to  the 
employee's  credit  except  subject  to  a  year's  notice,  which 
gave  the  contingency  full  opportunity  to  operate  to  his  dis- 
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advantage.  Fundamentally,  the  employee's  additional  com- 
pensation was  faced  with  two  contingencies^ — ^his  remaining 
in  the  business  and  the  continued  success  of  the  business. 
In  such  circumstances,  it  would  certainly  seem  improper  to 
allow  deductions  by  way  of  accrual  for  the  amounts  set 
aside,  even  though  in  the  particular  case  the  contingencies 
never  destroyed  the  credit  balances  held  for  the  r^^o  em- 
ployees. 

Even  assuming,  for  the  sake  of  argument,  that  the  sums 
set  aside  for  Mason  and  Peterson  were  properly  accrualble, 
Section  23  (p)  (1)  (D)  of  the  Internal  Revenue  Code  (Ap- 
pendix, infra')  would  bar  the  deduction.  Although  Seaion 
23  (p)  is  headed  "Contributions  of  an  employer  to  an  em- 
ployees' trust  or  annuity  plan  and  compensation  under  a  de- 
ferred payment  plan,"  even  where  payment  of  compensation 
is  deferred  only  as  to  a  portion  of  taxpayer's  employees,  the 
section  would  seem  to  apply. 

Section  23  (p)(l)  provides  that  "if  compensation  is 
paid  or  accrued  on  account  of  any  employee  under  a  plan 
deferring  the  receipt  of  such  compensation",  it  shall  be  de- 
ductible only  in  the  year  in  which  paid,  if  the  plan  is  not 
included  in  paragraphs  (A),  (B),  or  (C)  of  the  seaion. 
These  set  out  plans  and  limitations  upon  percentages  of 
profits  which  can  be  set  aside.  It  would  seem  a  fair  con- 
clusion that  any  other  agreement  deferring  the  receipt  of 
compensation  is  covered  by  paragraph  (D).  The  legislative 
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history  of  the  section  bears  out  such  a  conclusion.  See  S. 
Rep.  No.  1631,  77th  Cong.,  2'd  Sess.,  pp.  140-141  (1942-2 
Cum.  Bull.  504,  609). 

Seaion  23  (p)(l)  provides  moreover  for  the  absence 
of  a  plan,  wherein  it  states : 

If  there  is  no  plan  but  a  method  of  employer  con- 
tributions or  compensation  has  the  effect  of  a  'i"  *  * 
profit-sharing  *  *  ^  or  similar  plan  deferring  the 
receipt  of  compensation,  this  paragraph  shall  apply  as 
if  there  were  such  a  plan. 

It  is  clear  that  the  agreements  with  Mason  and  Peterson 
have  "the  effect"  of  a  profit-sharing  plan,  although  they  do 
not  extend  to  all  of  taxpayer's  employees.  Accordingly,  de- 
duaions  for  payments  thereunder  are  not  properly  accrued 
until  there  is  payment  of  the  amounts  sought  to  be  deducted, 
under  paragraph  (D)  of  the  section. 

The  District  Court  refused  to  permit  the  Collector  to 
amend  his  answer  to  set  up  affirmatively  the  question  of 
the  deductibility  of  the  amounts  set  aside  for  Peterson  and 
Mason.  The  court's  decision  rests  in  this  respea  in  its 
sound  discretion  under  Rule  15(a)  of  the  Federal  Rules  of 
Civil  Procedure.  The  rule,  however,  provides  that  leave  to 
amend  is  freely  to  be  given  when  justice  so  requires.  The 
word  "freely"  was  used  advisedly  to  obviate  technicalities. 
1  Moore's  Federal  Praaice,  Section  15.06,  p.  806.  Either 
party,  moreover,  is  privileged  to  amend.  McDowall  v.  Orr 
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Felt  &  Blanket  Co.,  146  R  2d  136  (C.A.  6th);  Hall  v. 
Gordon,  128  F.  2d  461  (C.A.  D.C.) ;  Frank  Adam  Electric 
Co.  V.  Westinghouse  Flee.  Mfg.  Co.,  146  F.  2d  165  (C.A. 
8th).  It  is  our  position  that  the  court  abused  its  discretion 
in  denying  Collector's  motion  to  amend  which  would  fairly 
have  presented  the  issues  involved  to  the  court. 

One  reason  the  court  gave  for  its  aaion  was  the  bar  of 
the  statute  of  Hmitations.  This  reasoning  is  erroneous,  for 
where  "no  new  assessment  can  be  made,  after  the  bar  of  the 
statute  has  fallen,  the  taxpayer,  nevertheless,  is  not  entitled 
to  a  refund  unless  he  has  overpaid  his  tax."  Lewis  v.  Rey- 
nolds, supra,  p.  283.  As  the  Supreme  Court  has  said  further, 
in  Niles  Bement  Pond  Co.  v.  United  States,  281  U.  S.  357, 
361: 

But  the  presumption  is  that  taxes  paid  are  rightly 
collected  upon  assessments  correaly  made  by  the  Com- 
missioner, and  in  a  suit  to  recover  them  the  burden  rests 
upon  the  taxpayer  to  prove  all  the  facts  necessary  to 
establish  the  illegality  of  the  collection. 

The  burden  is  not  upon  the  Commissioner  to  show 
present  ability  to  collect  the  deficiency  assessed. 

Irrespective,  moreover,  of  whether  or  not  the  court  be- 
low abused  its  discretion  in  denying  CoUeaor's  motion  to 
amend,  it  was  required  to  pass  upon  the  merits  of  the  Mason- 
Peterson  deduaions,  in  order  to  determine  whether,  on  the 
authority  of  Lewis  v.  Reynolds,  supra,  taxpayer  had  over- 
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paid  his  tax.  Not  only  did  the  court  have  to  pass  upon  the 
merits  but  in  denying  a  motion  to  amend  which  would  have 
presented  those  merits  the  court  abused  its  discretion. 

CONCLUSION 

f  The  decision  of  the  District  Court  that  taxpayer  should 
recover  his  payment  of  deficiency  assessed  for  1943  was 
erroneous  and  should  be  reversed. 

Respectfully  submitted, 

Theron  Lamar  Caudle, 

Assistant  Attorney  General. 
Ellis  N.  Slack, 
A.  F.  Prescott, 
Edward  J.  P.  Zimmerman, 
Special  Assistants  to  the 
Attorney  General. 
Henry  L.  Hess, 

United  States  Attorney. 
Victor  E.  Harr, 

Assistant  United  States  Attorney. 
April,  1949 
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APPENDIX 

Internal  Revenue  Code: 

SEC.  23  [as  amended  by  Sec.  162  (b)  of  the  Revenue 
Aa  of  1942,  c.  619,  56  Stat.  798].  DEDUCTIONS  FROM 
GROSS  INCOME. 

In  computing  net  income  there  shall  be  allowed  as  de- 
duaions: 

(p)  Contributions  of  an  Employer  to  an  Employees' 
Trust  or  Annuity  Flan  and  Compensation  Under  a  De- 
ferred-Payment Plan. — 

(1 )  General  Rule. — If  contributions  are  paid  by 
an  employer  to  or  under  a  stock  bonus,  pension, 
profit-sharing,  or  annuity  plan,  or  if  compensation 
is  paid  or  accrued  on  account  of  any  employee  under 
a  plan  deferring  the  receipt  of  such  compensation, 
such  contributions  or  compensation  shall  not  be  de- 
ductible under  subsection  (a)  but  shall  be  deduai- 
ble,  if  deductible  under  subsection  (a)  without  re- 
gard to  this  subsection,  under  this  subseaion  but 
only  to  the  following  extent: 


(D)  In  the  taxable  year  when  paid,  if  the 
plan  is  not  one  included  in  paragraphs  (A),  (B), 
or  (C) ,  if  the  employees'  rights  to  or  derived  from 
such  employer's  contribution  or  such  compensation 
are  nonforfeitable  at  the  time  the  contribution  or 
compensation  is  paid. 

*  :1:  :i:  ^;  * 
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If  there  is  no  plan  but  a  method  of  employer  con- 
tributions or  compensation  has  the  effect  of  a  stock 
ibonus,  pension,  profit-sharing,  or  annuity  plan,  or 
similar  plan  deferring  the  receipt  of  compensation,  this 
paragraph  shall  apply  as  if  there  were  such  a  plan. 

(26U.  S.  C  1946  ed.,  Sec.  23) 
SEC.  41.     GENERAL  RULES. 

The  net  income  shall  be  computed  upon  the  basis 
of  the  taxpayer's  annual  accounting  period  (fiscal  year 
or  calendar  year,  as  the  case  may  be)  in  accordance 
with  the  method  of  accounting  regularly  employed  in 
keeping  the  books  of  such  taxpayer;  but  if  no  such 
method  of  accounting  has  been  so  employed,  or  if  the 
method  employed  does  not  clearly  reflect  the  income, 
the  computation  shall  be  made  in  accordance  with 
such  method  as  in  the  opinion  of  the  Commissioner 
does  clearly  reflea  the  income.  If  the  taxpayer's  annual 
accounting  period  is  other  than  a  fiscal  year  as  de- 
fined in  seaion  48  or  if  the  taxpayer  has  no  annual 
accounting  period  or  does  not  keep  books,  the  net  in- 
come shall  be  computed  on  the  basis  of  the  calendar 
year. 

(26U.  S.  C.  1946ed.,  Sec.  41) 

SEC.  42.     PERIOD  IN  WHICH  ITEMS  OF  GROSS 
INCOME  INCLUDED. 

The  amount  of  all  items  of  gross  income  shall  be 
included  in  the  gross  income  for  the  taxable  year  in 
which  received  by  the  taxpayer,  unless,  under  methods 
of  accounting  permitted  under  section  41,  any  such 
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amcmnts  are  to  be  properly  accounted  for  as  of  a  dif- 
ferent period.     *     *     * 

(26  U.  S.  C  1946  ed.,  Sec.  42) 

SEC.   43.     PERIOD  FOR  WHICH   DEDUCTIONS 
AND  CREDITS  TAKEN. 

The  deduaions  and  credits  (other  than  the  corpora- 
tion dividends  paid  credit  provided  in  seaion  27)  pro- 
vided for  in  this  chapter  shall  be  taken  for  the  taxable 
year  in  which  "paid  or  accrued"  or  "paid  or  incurred", 
dependent  upon  the  method  of  accounting  upon  the 
basis  of  which  the  net  income  is  computed,  unless  in 
order  to  clearly  reflea  the  income  the  deduaions  or 
credits  should  be  taken  as  of  a  different  period.  *  *  * 

(26  U.  S.  C.  1946  ed.,  Sec.  43) 

Treasury  Regulations  94,  promulgated  under  the  Rev- 
enue Act  of  1936: 

ART.  AlAf^  Long-term  contracts. — Income  from" 
long-term  contraas  is  taxable  for  the  period  in  which 
the  income  is  determined,  such  determination  depend- 
ing upon  the  nature  and  terms  of  the  particular  con- 
traa.  As  used  in  this  article  the  term  "long-term  con- 
tracts"  means  building,    installation,   or  construaion 


9  Subsequent  Regulations  dealing  with  the  same  sub- 
ject are  the  same  in  so  far  as  they  deal  with  the  case  at  bar. 
Treasury  Regulations  111,  promulgated  under  the  Internal 
Revenue  Code,  Sec.  29.42-4;  Treasury  Regulations  103, 
promulgated  under  the  Internal  Revenue  Code,  Sec.  19-42-4; 
Treasury  Regulations  101,  promulgated  under  the  Revenue 
Act  of  1938,  Art.  42-4. 
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contracts  covering  a  period  in  excess  of  one  year.  Per- 
sons whose  income  is  derived  in  whole  or  in  part  from 
such  contracts  may,  as  to  such  income,  prepare  their 
returns  upon  either  of  the  following  bases: 

(a)  Gross  income  derived  from  such  contracts  may 
be  reported  upon  the  basis  of  percentage  of  completion. 
In  such  case  there  should  accompany  the  return  certifi- 
cates of  architects  or  engineers  showing  the  percentage 
of  completion  during  the  taxable  year  of  the  entire 
work  to  be  performed  under  the  contract.  There  should 
be  deducted  from  such  gross  income  all  expenditures 
made  during  the  taxable  year  on  account  of  the  con- 
traa,  account  being  taken  of  the  material  and  supplies 
on  hand  at  the  beginning  and  end  of  the  taxable  period 
for  use  in  connection  with  the  work  under  the  contract 
but  not  yet  so  applied.  If,  upon  completion  of  a  con- 
tract, it  is  found  that  the  taxable  net  income  arising 
thereunder  has  not  been  clearly  reflected  for  any  year 
or  years,  the  Commissioner  may  permit  or  require  an 
amended  return. 

(b)  Gross  income  may  be  reported  for  the  taxable 
year  in  which  the  contract  is  finally  completed  and 
accepted  if  the  taxpayer  elects  as  a  consistent  praaice 
so  to  treat  such  income,  provided  such  method  clearly 
reflects  the  net  income.  If  this  method  is  adopted  there 
should  be  deducted  from  gross  income  all  expenditures 
during  the  life  of  the  contract  which  are  properly 
allocated  thereto,  taking  into  consideration  any  mate- 
rial and  supplies  charged  to  the  work  under  the  con- 
tract but  remaining  on  hand  at  the  time  of  completion. 

A  taxpayer  may  change  his  method  of  accounting 
to  accord  with  paragraph  (a)  or  (b)  of  this  article 
only  after  permission  is  secured  from  the  Commissioner 

as  nrovided  in  article   11-2. 
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V. 
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On  Appeal  from  the  United  States  District  Court 
for  the  District  of  Oregon. 


BRIEF  FOR  THE  APPELLEE 


STATEMENT  OF  THE  CASE 

On  July  27,  1945,  the  Commissioner  of  Internal 
Revenue  assessed  against  appellee  a  deficiency  in 
income  and  surtaxes  for  the  taxable  year  1943  in 
volving  the  consolidated  return  for  the  tax  years 
1942  and  1943  (necessitated  by  the  forgiveness  tax 
act),  in  the  sum  of  $157,146.90  principal  and  in- 
terest. 


The  deficiency  was  predicated  on  two  grounds: 

1.  Denial  of  the  existence  of  the  partnership 
between  appellee  and  his  son  William; 

2.  Denial  that  appellee  had  the  right  to  adopt 
and  inaugurate  the  accrual  method  of 
accounting  in  the  tax  years  in  question,  and 
that  he  should  have  kept  his  accounts  and 
reported  income  on  the  "percentage  of  com- 
pletion" basis. 

Appellee  paid  the  tax  and  brought  this  action 
for  refund. 

Both  issues  were  decided  in  the  court  below 
adversely  to  the  Commissioner.  The  partnership 
issue  has  been  abandoned  by  appellant  on  this  ap- 
peal. 

With  respect  to  the  issue  involving  the  account- 
ing method,  there  is  no  issue  of  fact  as  to  amount 
of  * 'gross  income"  accrued  and  reported  and  the 
''deductions"  accrued  and  reported  in  each  tax 
year.  The  issue  involves  only  the  method  of  com- 
puting the  "net  income"  therefrom  for  each  tax 
year. 

More  than  a  year  and  a  half  after  the  action 
was  commenced,  and  fifteen  months  after  the  an- 
swer was  filed,  appellant  attempted  to  introduce  a 
set-off  against  the  claim  for  refund  by  a  motion  for 
leave  to  file  an  amended  answer  setting  up  the  al- 
leged set-off  against  the  cause  of  action  set  forth 
in  the  complaint. 


The  claim  sought  to  be  set  off  was  not  based 
on  the  determination  and  assessment  of  any  de- 
ficiency. 

The  motion  was  opposed  on  the  ground,  among 
others,  that  the  claim  sought  to  be  set  up  as  a  set- 
off was  barred  by  the  Statute  of  Limitations. 

An  order  was  entered  denying  the  motion;  no 
appeal  was  taken  from  that  order. 

Upon  the  trial  appellant  offered  evidence  in  sup- 
port of  the  set-off;  objection  was  seasonably  inter- 
posed. The  court  below  permitted  the  evidence  to 
be  introduced  * 'subject  to  objection". 

The  court  below  made  findings  of  fact  and  con- 
clusions of  law  in  favor  of  the  appellee  on  all  of 
the  issues,  including  the  issue  involved  in  the  ten- 
dered set-off. 

Appellant  appealed  from  the  judgment  entered 
thereon  and  now  seeks  a  review  of  the  order  deny- 
ing the  motion  to  interpose  the  set-off. 

Appellee  contends  that  this  court  is  without 
jurisdiction  to  review  the  said  order  because  it  was 
appealable.  No  appeal  was  taken  therefrom,  and 
the  time  for  an  appeal  expired  prior  to  the  taking 
of  the  appeal  from  the  judgment.  The  notice  of 
appeal  does  not  refer  to  said  order. 

Assuming  without  admitting  that  the  assign- 
ment of  errors  was  sufficient  for  that  purpose, 
appellee  contends  that  the  only  reviewable  ques- 
tions are, 


(a)  Was  appellee  authorized  to  adopt  the  ac- 
crual method  of  accounting? 

(b)  Did  the  method  employed  "clearly  reflect 
the  income"? 

(c)  Was  the  method  adopted  by  the  Commis- 
sioner authorized  by  the  Internal  Revenue 
Act  and  Regulations? 

Findings  of  Fact  and  Conclusions  of  Law  are 
set  forth  in  full  at  pages  19  to  39  of  the  Transcript 
of  Record. 

The  pertinent  Statutes  and  Regulations  are  set 
forth  at  pages  101  to  107  of  Appendix. 


I. 
RE:  ASSIGNMENT  OF  ERROR  THAT  THE  DIS- 
TRICT  COURT  ERRED  IN   ACCEPTING   TAX- 
PAYER'S   METHOD     OF    ACCOUNTING    AND 
REJECTING  COMMISSIONER'S 

SUMMARY 

a. 

The  assignment  of  error  is  insufficient  to  pre- 
sent any  issue  for  consideration  by  the  court,  in 
that  it  does  not  set  out  ** separately  and  particularly 
each  error  intended  to  be  urged"  and  it  does  not 
state  **as  particularly  as  may  be  wherein  the  find- 
ings of  fact  and  conclusions  of  law  are  alleged  to 
be  erroneous"  (Rule  20  (d)  of  this  court). 


b. 

The  question  of  the  proper  method  of  account- 
ing is  one  of  fact.  It  is  not  the  province  of  this 
court  to  try  this  case  de  novo.  The  findings  of  fact 
are  presumptively  correct  and  may  not  be  set  aside 
unless  clearly  erroneous.  If  the  findings  are  sus- 
tained by  substantial  evidence  they  cannot  be  held 
to  be  clearly  erroneous. 

c. 

All  of  the  findings  of  fact,  including  the  finding 
that  appellee's  method  of  accounting  "clearly  re- 
flects the  income",  are  supported  by  great  pre- 
ponderance of  the  evidence,  and  they  sustain  the 
conclusions  of  law.  Indeed  with  a  few  inconse- 
quential exceptions,  appellee's  evidence  is  uncon- 
tradicted. 

d. 

The  Commissioner  did  not  change  any  figure 
of  annual  "gross  income"  (Sec.  22),  or  annual  "de- 
ductions" (Sec.  23).  He  only  allocated  (retrospec- 
tively) the  accumulated  three  years  total  "net  in- 
come" (Sec.  21)  by  arbitrarily  allocating  a  per- 
centage of  the  accumulated  three  year  total  of 
"net  income"  to  each  year,  in  violation  of  Sec.  21 
of  the  Internal  Revenue  Code. 

e. 

If  an  error  is  made  in  reporting  a  particular 
item  of  "gross  income"  or  "deduction"  it  does  not 
authorize  rejection  of  the  accrual  method  of  ac- 
counting; it  only  requires  an  adjustment  of  that 
particular  item  within  the  framework  of  the  ac- 


crual  system.  The  Commissioner  did  not  challenge 
any  particular  item.  He  only  challenged  the  right 
to  adopt  the  accrual  method  at  all,  and  contends 
that  the  taxpayer  should  have  adopted  the  * 'per- 
centage of  completion  method". 

U.  S.  V.  American  Can  Co.,  280  U.S.  412;  50 

Sup.  Ct.  177,  179. 
Bartles  Oil  Co.  v.  Commissioner,  2  B.T.A.  16; 

Appendix  p.  117. 
Sneed  v.  Commissioner,  119  Fed.   (2d)   767, 

771  (5th  Cir.);  Appendix  p.  118. 
Merlon's  Law  of  Fed.  Income  Taxation,  Vol. 

1,  page  493,  Sec.  11.14;  Appendix  p.  119. 

f. 

The  Internal  Revenue  Code  and  the  regulations 
give  to  the  taxpayer  the  absolute  right  to  adopt 
any  method  of  accounting  which  he  deems  suitable 
to  his  business,  subject  only  to  the  condition  that 
such  method  clearly  reflect  the  income.  A  con- 
tractor engaged  in  the  construction  of  buildings 
and  structures  which  may  extend  over  a  period  of 
more  than  one  taxable  year  has  the  option  to  adopt 
(a)  cash  method,  (b)  accrual  method,  (c)  per- 
centage of  completion  method,  or  (d)  completion 
of  contract  method.  These  are  distinct  methods. 
He  has  no  right,  and  he  cannot  be  compelled  to 
adopt  a  "hybrid"  method  composed  in  part  of  each 
of  the  said  four  methods.  The  method  adopted 
must  be  consistently  maintained. 

g- 
A  method  of  accounting  that  ''clearly  reflects 
the  income"  is  one  in  which  the  books  are  "kept 


fairly,  honestly,  straightforwardly  and  frankly," 
as  distinct  from  * 'accurately  or  without  error  or 
defect".  When  so  kept,  the  books  are  controlling, 
unless  there  has  been  an  attempt  of  some  sort  to 
evade  the  tax. 

Osterloh  v.  Lucas,  37  Fed.    (2d)   277   (9th 

Cir.). 
Huntington  Securities  Corp.  v.  Busey,  112 

Fed.  (2d)  368,  370  (6th  Cir.),  citing  with 

approval  the  Osterloh  case. 
Welch   V.   DeBlois,   94  Fed.    (2d)    842    (1st 

Cir.). 

h. 

The  term  * 'clearly  reflect  the  income"  does  not 
refer  to  the  income  in  any  "given  year".  It  refers 
to  the  total  income  "over  a  period  of  years  growing 
out  of  and  in  some  way  related  to  an  initial  trans- 
action in  the  taxable  year." 

Security  Flour  Mills  Co.  v.  Commissioner, 
321  U.S.  281;  64  Sup.  Ct.  596,  599. 

i. 

If  the  taxpayer's  method  of  accounting  clearly 
reflects  the  income,  the  statute  is  "mandatory"  on 
both  the  taxpayer  and  the  Commissioner  that  tax- 
able income  must  be  determined  in  accordance 
therewith. 

Huntington  Securities  Corp.  v.  Busey,  112 
Fed.  (2d)  368,  370  (6th  Cir.). 

Rowe  V.  Commissioner,  7  B.T.A.  903-908. 

Coatesville  Boiler  Works  v.  Commissioner, 
9  B.T.A.  1242. 

Index  Notion  Co.  v.  Commissioner,  3  B.T.A. 
90. 


8 

J. 
A  taxpayer  who  is  engaged  in  the  performance 
of  long-term  contracts  is  not  compelled  to  adopt 
the  ''percentage  of  completion"  method  of  account- 
ing. He  may  do  so  at  his  option. 

Regulation   111,    Sec.   29.42-4,   p.   260;   Ap- 
pendix p.  105. 
Orino  v.  Commissioner,  34  B.T.A.  726. 

k. 
Appellee,  who  maintained  his  accounts  on  the 
accrual  method,  was  not  required  to  carry  any 
record  of  inventories,  prepaid  expense  or  work  in 
progress  because  (a)  the  Internal  Revenue  Code 
and  regulations  do  not  require  such  records,  and 
(b)  the  findings  of  fact  supported  by  substantial 
evidence  established  that  appellee  did  not  have  any 
stocks  of  merchandise  or  materials  on  hand  or 
work  in  progress  to  be  recorded  in  such  records. 

1. 

The  method  of  accounting  employed  by  the 
Commissioner  in  determining  the  deficiency  was  a 
hybrid,  illegal  and  concededly  "retrospective" 
method  of  accounting,  and  it  is  admitted  (Brief,  p. 
17)  that  it  is  not  ''explicitly  provided  for  by  the 
Regulations  nor  by  the  Internal  Revenue  Code". 
The  determination  of  a  deficiency  and  the  assess- 
ment based  thereon  were  therefore  illegal. 


ARGUMENT 

Statement  of  Facts  Pertaining  to 
Accounting  Method. 

Appellee's  income  was  derived  from  public 
works  contracts  entered  into  with  government 
agencies  for  the  construction  of  buildings  and 
other  public  works.  The  contracts  were,  generally 
speaking,  of  three  types:  (a)  lump  sum  contracts; 
(b)  cost  plus  percentage  contracts;  (c)  cost  plus 
fixed  fee  contracts  and  one  contract  in  which 
the  government  agency  agreed  to  pay  a  fixed 
amount  per  cubic  yard  of  cement  work  to  cover  all 
costs  for  all  materials,  labor  and  supervision  sup- 
plied. 

All  contracts  made  provision  for  periodic 
(monthly)  payments  on  "estimates"  approved  by 
the  engineer  or  other  official  designated  in  the 
contract  for  that  purpose. 

All  contracts  made  provision  for  retention  of  a 
fixed  percentage  of  the  amounts  determined  by  the 
estimates  to  insure  faithful  performance  of  the 
contracts. 

There  was  some  variation  (not  material)  in  the 
terms  of  the  retained  percentage  provisions.  In 
the  main  they  provided  for  retention  of  a  fixed 
percentage  of  the  determined  amount  of  labor  and 
material  incorporated  into  the  structure  and  a  dif- 
ferent fixed  percentage  of  the  amount  of  the  ma- 
terials not  incorporated  into  the  structure. 
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Monthly  ''estimates"  were  made  as  follows: 
The  superintendent  in  charge  of  a  particular  job 
would  figure  up  how  much  appellee  was  entitled 
to  receive.  The  figures  were  then  submitted  in- 
formally to  the  engineer  or  architect  in  charge  and 
were  gone  over  with  him.  When  they  reached  an 
agreement  a  formal  statement  was  prepared  and 
submitted,  upon  which  the  official  in  charge  issued 
the  requisite  certificate.  Appellee's  bookkeepers 
then  prepared  an  invoice  for  the  total  amount 
found  to  be  due  to  the  appellee.  The  invoice  to- 
gether with  supporting  documents  and  certificate 
were  forwarded  to  the  proper  channels  for  pay- 
ment (Tr.  155  to  157,  233). 

The  invoices  were  issued  for  100%  of  the 
amounts  found  to  be  due,  without  deduction  for 
the  retained  percentages.  These  deductions  were 
taken  when  payment  was  made. 

When  the  invoices  were  issued,  the  amount 
thereof  was  entered  on  the  books  of  the  appellee 
in  two  accounts;  one  account  recorded  the  amount 
that  was  presently  payable  and  the  other  recorded 
the  amount  of  the  retained  percentages,  payment 
of  which  was  deferred  until  completion  as  an  "ac- 
count receivable"  (Tr.  279,  287,  288). 

In  making  up  the  monthly  * 'estimates"  and  in- 
voicing, it  was  the  policy  to  include  as  much  of  the 
labor  and  material  as  could  possibly  be  legally  in- 
cluded, so  that  the  maximum  payments  could  be 
obtained  (Tr.  162,  176,  233).    This  was  the  prac- 
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tice  that  was  uniformly  followed  (Tr.  162). 

In  one  or  two  instances  controversies  arose  be- 
tween the  appellee  and  the  officer  in  charge,  as  to 
whether  a  certain  piece  of  work  had  been  completed 
in  accordance  with  the  contract.  In  those  instances 
the  officer  refused  to  issue  the  requisite  certificate 
and  appellee  was  unable  to  render  any  invoice  for 
payment,  and  hence  did  not  enter  on  his  books  the 
amount  that  was  deemed  to  be  owing  until  the 
controversy  was  terminated  and  appellee  became 
entitled  to  the  issuance  of  an  engineer's  certificate 
(Tr.  168).  The  ''estimate"  would  then  be  sub- 
mitted, certificate  obtained,  invoice  issued,  and  the 
amount  would  then  be  accrued  on  the  books. 

The  Milwaukie  Housing  Project,  Job  No.  207 
(Revenue  Agent's  report.  Exhibit  "20",  Tr.  612, 
first  line)  is  an  illustration.  The  contract  had  been 
fully  completed  in  1942  according  to  appellee's  ver- 
sion and  he  would  have  been  entitled  to  receive 
approval  of  the  payment  of  $7634.09.  The  engineer, 
however,  questioned  the  compliance  with  the  con- 
tract and  refused  to  issue  the  certificate  in  1942 
until  certain  corrections  were  made.    These  cor- 
rections were  made  in  1943,  at  a  cost  of  $575.12, 
whereupon  the  engineer  approved  the  work  and 
issued  the  certificate,  which  enabled  the  contractor 
to  render  an  invoice  for  the  sum  of  $7634.09,  and 
at  that  time  accrued  that  amount  on  the  books  as 
income.    The  cost  of  that  project  (except  $575.12 
expended  in  1943)  was  accrued  in  1942  when  the 
expense  was  incurred.  The  $575.12  was  accrued  as 
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an  expense  in  1943.  The  $7634.09  could  not  be  ac- 
crued as  income  in  1942  because  without  the 
engineer's  certificate,  appellee  did  not  have  the 
"right  to  receive"  that  sum  under  the  contract. 
The  government  did  not  become  liable  until  1943 
when  the  certificate  was  issued  and  an  invoice 
could  be  rendered  (Tr.  168,  169).  All  of  the  billing 
or  invoicing  was  made  and  the  amounts  accrued 
on  the  books  on  the  ''estimates"  approved  by  the 
engineers  in  charge  (Tr.  203,  204,  205,  233). 

All  expense  was  accrued  at  the  time  it  was  in- 
curred and  the  "obligation  to  pay"  the  same  be- 
came fixed.  The  income  was  accrued  when  the 
"right  to  receive"  payment  became  fixed  by  the 
issuance  of  the  engineer's  certificate  (Tr.  247,  249, 
278). 

The  books  of  account  were  kept  on  the  accrual 
basis  (Tr.  272).  There  was  set  up  on  the  books  all 
of  the  accounts  usual  and  necessary  to  an  accrual 
system  of  bookkeeping  (Tr.  275,  276,  393).  They 
were  (Tr.  343),  "accounts  payable,"  "accounts  re- 
ceivable," "accrued  expense,"  "accrued  Federal  So- 
cial Security,"  "accrued  unemployment  compensa- 
tion," "accrued  interest  payable,"  "accrued  pay- 
roll," "accrued  taxes,"  "notes  payable,"  "bonuses 
payable,"  "and  other  accounts  of  this  type." 

The  returns  were  made  from  the  books  as  so 
kept  (Tr.  277,  278).  When  an  "estimate"  was  not 
approved  no  billing  could  be  made  and  the  amount 
was  not  entered  in  the  books  (Tr.  315).  Materials 
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that  were  on  hand  and  not  yet  incorporated  were 
included  in  the  ''estimates"  (Tr.  340). 

Mr.  Garthe  Brown,  an  accountant,  testified  that 
he  had  examined  the  books  of  account;  that  the 
books  were  kept  on  a  true  accrual  basis  (Tr.  349) ; 
that  they  clearly  reflect  the  "income"  (Tr.  351) ; 
that  under  the  accrual  method  as  applied  to  a 
contractor  no  inventory  account  or  work  in  prog- 
ress account  was  necessary  (Tr.  353,  380) ;  that  the 
accounts  were  kept  according  to  good  accounting 
practice  (Tr.  354,  381) ;  that  under  Mr.  Williams' 
(Revenue  Agent)  method  of  accounting  a  taxpayer 
could  never  make  a  return  at  the  end  of  a  tax  year, 
but  would  have  to  wait  until  the  end  of  the  comple- 
tion of  the  contract  and  go  back  three  years  and 
recompute  the  profits  (Tr.  381). 

Mr.  Frank  Eiseman,  a  certified  public  account- 
ant, testified  that  he  had  examined  the  books  of 
account  of  appellee ;  that  the  method  employed  was 
consistently  followed  during  the  years  1939  to 
1944;  that  the  method  employed  was  an  accrual 
method  (Tr.  392,  393),  and  that  the  books  con- 
tained all  of  the  accounts  appropriate  to  an  ac- 
crual method. 

He  examined  the  income  tax  returns  and  found 
that  they  were  made  in  accordance  with  the  ac- 
counts as  they  were  kept  (Tr.  393).  He  found  that 
the  books  ''clearly  reflect  the  income"  within  the 
meaning  of  the  Internal  Revenue  Code  and  Regu- 
lations (Tr.  394).   He  found  that  all  billings  were 
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based  on  the  engineer's  "estimate"  attached  to  the 
billings  (Tr.  396) ;  the  profits  were  reflected  on 
the  books  on  the  strict  accrual  method  of  account- 
ing (Tr.  396).  On  a  percentage  of  completion  basis 
inventories  have  to  be  taken  into  account,  but  on 
the  accrual  method  for  construction  contracts  the 
Commissioner  does  not  require  any  inventories 
(Tr.  403).  On  the  accrual  method  of  accounting 
applied  to  a  contractor  it  is  unnecessary  to  take 
into  account  stock  piles  on  hand  and  uncompleted 
work  at  the  end  of  the  year  because  the  accrual 
method  is  based  "on  the  right  to  receive  a  certain 
amount  and  the  obligation  to  pay"  (Tr.  422).  It 
was  proper  accounting  to  accrue  the  retained  per- 
centages as  income,  and  the  retained  percentages 
were  actually  included  in  the  income  (Tr.  422). 

W.  G.  Williams,  the  revenue  agent  who  made 
the  report.  Exhibit  "20"  (Tr.  593  to  619)  and  which 
appellant  concedes  is  the  basis  of  the  deficiency 
assessment  (Tr.  p.  4),  testified  on  direct  examina- 
tion that  from  1938  through  1944  the  account 
books  were  kept  on  the  accrual  basis;  that  liabil- 
ities were  entered  on  the  accrual  basis  and  the 
income  was  entered  on  the  billed  basis  (Tr.  439). 

"When  the  taxpayer  billed  the  owner  for  the 
amount  of  construction  completed  and  for  the 
amount  of  materials  and  supplies  in  stock 
piles,  he  billed  for  100%  of  the  contract  price 
attributed  to  the  construction  and  for  75%  of 
the  contract  price — 75%  of  the  cost  of  ma- 
terials in  stock  piles."  (Tr.  443) 
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He  illustrated  the  procedure  by  assuming  a  bill- 
ing of  $200,000  for  construction  work  and  a  billing 
of  $100,000  for  materials  in  stock  piles,  and  pointed 
out  that  on  such  billing  appellee  would  be  paid  90% 
of  the  billing  for  construction  work  (10%  being 
retained),  and  he  would  be  paid  75 7^  of  the  ma- 
terials (25%  being  retained)  (Tr.  445). 

In  making  the  examination  he  saw  "no  attempt 
to  fraudulently  evade  taxes"  (Tr.  461).   He  testi- 
fied that  when  he  used  the  term  "inventory"  he 
used  the  word  "loosely"  as  referring  to  work  in 
progress    (Tr.   464).    Under   the  system  used   by 
appellee   all   inventory   of   work   in   progress   was 
"taken  into  account"  up  to  the  time  that  they  were 
billed  on  the  "estimates"  approved  by  the  engineers 
(Tr.  465).   He  conceded  that  the  retained  percent- 
age was  set  up  on  the  books  and  accrued  to  profit 
and  loss  in  the  taxpayer's  books  (Tr.  466).  If  there 
was  no  work  in  progress  that  was  not  included  in 
the  estimate,  there  would  be  no  need  for  setting 
up  any  account  for  that  purpose  (Tr.  467).    The 
same  is  true  if  there  were  no  materials  on  hand 
which  were  not  included  in  the  estimates.    There 
would  be  no  need  for  maintaining  an  account  for 
that  purpose  (Tr.  462).   He  did  not  know  whether 
there  was  in  fact  any  inventory  or  work  in  progress 
that  had  not  been  included  in  the  approved  esti- 
mates and  billings  (Tr.  468).   The  same  system  of 
accounting  was  consistently  maintained  from  1939 
to  1944  (Tr.  471).    The  accounts  were  on  the  ac- 
crual basis.    The  income  and  the  liabilities  were 
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accrued  on  the  books  as  of  the  end  of  the  year  (Tr. 
471). 

Mr.  Williams  testified  that  in  making  his  com- 
putation he  did  not  adopt  the  "percentage  of  com- 
pletion method"  but  applied  a  * 'percentage  of  profit 
method"  and  that  the  two  are  not  the  same  thing 
(Tr.  478).  He  did  not  change  the  income  that  was 
reported  in  each  year  (Tr.  479).  For  the  purpose 
of  his  computation  he  took  the  total  profits  for  the 
three  years,  which  was  ascertainable  only  upon 
completion  of  all  the  work  (Tr.  482),  and  divided 
that  by  the  total  of  all  costs  for  the  three  years 
(Tr.  482)  to  arrive  at  the  percentage  of  profit  to  be 
applied  to  each  year  (Tr.  483).  Without  waiting 
for  the  full  three  years  to  expire  he  could  not  have 
arrived  at  that  formula  accurately  (Tr.  483).  He 
admitted  that  he  applied  in  part  a  percentage  of 
completion  basis  or  percentage  of  income  basis  to 
the  appellee's  accrual  method  of  accounting  (Tr. 
484).  He  did  not  apply  the  completed  contract 
method. 

He  was  asked  which  of  the  four  optional  meth- 
ods authorized  by  the  Internal  Revenue  Code  and 
Regulations  he  applied,  whether  it  was  cash,  ac- 
crual, percentage  of  completion  or  completed  con- 
tract basis,  and  he  replied,  *T  used  strictly  neither 
one."  (Tr.  486)  He  admitted  that  he  ignored  the 
methods  authorized  by  the  Act  (Tr.  486,  487).  He 
admitted  (Tr.  490)  that  the  retained  percentage 
"was  charged  on  the  books  and  credited  to  profit 
and  loss  at  the  end  of  the  year,  and  $200,000,  the 
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assumed  amount  of  billing,  was  properly  accrued 
on  the  books." 

With  respect  to  materials,  he  had  assumed  that 
the  books  had  only  accrued  the  portion  to  be  paid 
on  the  * 'estimates"  and  that  the  retained  percentage 
of  25%  "which  was  not  accrued  has  been  left 
dangling  in  the  air.  That  is  my  recollection  as  to 
how  the  matter  happened,"  and  that  the  25%  re- 
tained percentage  had  not  been  accrued  (Tr.  491). 
But  upon  examination  of  the  books  in  court,  Mr. 
Williams  testified  (Tr.  513),  "I  found  the  25%  re- 
tention to  have  been  properly  accrued  on  the 
books."  Thus  he  finally  testified  that  all  of  the 
construction  work  had  been  properly  accrued  as  to 
the  amount  presently  payable  as  well  as  the  re- 
tained percentage,  and  that  as  to  the  materials  not 
incorporated  the  retained  percentage  as  well  as  the 
amount  presently  due  was  properly  accrued. 

1. 

Re:  Sufficiency  of  Assignment  of  Error 

We  submit  that  the  Assignment  of  Error  No.  I 
is  insufficient  to  present  any  issue  for  considera- 
tion because  it  fails  to  supply  the  particularity  re- 
quired by  Rule  20  (d)  of  this  court.  Appellant 
fails  to  state  * 'wherein  the  findings  of  fact  and 
conclusions  of  law  are  alleged  to  be  erroneous". 
The  question  of  the  appropriate  method  of  ac- 
counting involves  a  number  of  questions  which 
were  dealt  with  in  the  findings  of  fact.   They  are: 
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(a)  whether  the  method  employed  was  a  true  ac- 
counting method;  (b)  whether  the  taxpayer  had 
the  right  to  employ  that  method;  (c)  whether  the 
accounts  as  kept  clearly  reflect  the  income  within 
the  meaning  of  the  Internal  Revenue  Code,  and  (d) 
whether  inventory  and  work  in  progress  accounts 
had  to  be  maintained. 

No  particular  issue  is  referred  to.  The  court  is 
called  upon  to  retry  the  case. 

In  American  Surety  Co.  vs.  Fischer  Warehouse 
Co.,  88  Fed.  (2d)  536,  539  (9th  Cir.),  this  court  held 
that  it  was  not  sufficient  to  assert  generally  that 
the  court  made  wrong  findings  and  thereby 

"invite  this  court  to  retry  the  case  without  in- 
dicating in  what  respects  or  for  what  reasons 
the  findings  are  erroneous." 

2. 

Re:  Scope  of  Review. 

The  court  below  made  findings  of  fact  that  ap- 
pellee was  authorized  to  adopt  the  accrual  method 
of  accounting;  that  he  did  adopt  that  method  of 
accounting;  that  he  followed  it  consistently 
throughout  all  the  years,  including  the  tax  years 
in  question ;  that  the  accounts  were  honestly,  fairly, 
straightforwardly  and  frankly  maintained;  that 
the  accounts  clearly  reflected  the  income  and  that 
they  were  not  maintained  or  carried  on  with  any 
purpose  of  evading  or  minimizing  tax  liability  (Tr. 
27). 
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It  is  now  well  settled  that  upon  review  in  this 
court  these  findings  of  fact  are  presumptively  cor- 
rect, that  they  will  not  be  set  aside  unless  clearly 
erroneous  and  that  a  finding  is  not  clearly  errone- 
ous if  it  is  supported  by  substantial  evidence.  The 
case  is  not  here  for  trial  de  novo.  The  burden  is 
upon  the  appellant  to  demonstrate  that  the  find- 
ings are  clearly  erroneous. 

Rule  52a,  Federal  Rules  of  Civil  Procedure. 

Augustine  v.  Bowles,  149  Fed.  (2d)  93  (9th 
Cir.). 

Lerner  Stores  Corp.  v.  Lerner,  162  Fed.  (2d) 
160  (9th  Cir.). 

Hartford  Accident  &  Indemnity  Co.  v.  Jas- 
per, 144  Fed.  (2d)  266  (9th  Cir.). 

Occidental  Life  Insurance  Co.  v.  Thomas, 
107  Fed.  (2d)  876  (9th  Cir.). 

Goldstein  v.  Polakof,  135  Fed.  (2d)  45  (9th 
Cir.). 

In  Commissioner  of  Internal  Revenue  v.  Scottish 
Amer.  Inv.  Co.,  323  U.S.  119;  65  Sup.  Ct.  169,  the 

court  said: 

"The  judicial  eye  must  not  in  the  first  instance 
rove  about  searching  for  evidence  to  support 
other  conflicting  inferences  and  conclusions 
which  the  judges  or  the  litigants  may  consider 
more  reasonable  or  desirable.  It  must  be  cast 
directly  and  primarily  upon  the  evidence  in 
support  of  those  made  by  the  Tax  Court." 
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3. 

The  Finding  of  Fact  That  Appellee  Was  Authorized 

to  Adopt  the  Accrual  Method  of  Accounting  Is 

Supported  by  the  Commissioner's  Letter 

in  Evidence. 

The  commissioner  rejected  appellee's  accrual 
method  of  accounting  on  the  assumption  that  ap- 
pellee had  not  obtained  permission  to  adopt  that 
method.  The  court  below  found  that  appellee  did 
obtain  permission.  Appellant  asserts  that  the  court 
below  erred  in  so  holding. 

Prior  to  January  1,  1948,  the  contracting  busi- 
ness was  carried  on  by  a  corporation  of  which  ap- 
pellee was  the  owner  of  all  of  the  stock.  The  cor- 
poration was  dissolved  as  of  December  31,  1937, 
and  the  business  was  thereafter  continued  by  ap- 
pellee individually  until  the  partnership  with  his 
son  was  formed  in  1942.  At  the  time  of  the  dissolu- 
tion of  the  corporation,  appellee  was  individually 
reporting  income  on  the  cash  basis.  He  desired  to 
change  his  individual  method  of  accounting  and 
reporting  income  from  the  cash  to  the  accrual 
method. 

To  that  end  on  March  3,  1938  he  appHed  to  the 
commissioner  (Def.  Ex.  28,  Tr.  633)  for  permission 
to  do  so.  In  the  first  paragraph  of  the  letter  he 
asks  that  the  corporation  be  permitted  to  report 
upon  the  percentage  of  completion  basis.  This  had 
reference  to  the  uncompleted  contracts  of  the  cor- 
poration at  the  time  of  the  dissolution. 
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In  the  concluding  paragraph  of  the  letter  he 

says: 

**In  view  of  the  fact  that  the  corporation's  books 
have  been  kept  on  the  accrual  basis,  the  in- 
dividual books  would  be  kept  on  a  similar 
basis  and  the  returns  made  accordingly  on  the 
accrual  basis." 

In  the  letter  of  April  5,  1938  (Tr.  636)  appellee, 
in  response  to  an  inquiry  from  the  commissioner, 
wrote : 

"The  corporation  has  been  dissolved,  and  all 
future  returns  will  be  made  as  an  individual, 
and,  since  the  main  income  of  Ross  B.  Ham- 
mond is  from  the  construction  business  which 
has  been  kept  on  an  accrual  basis,  we  there- 
fore, request  definite  permission  to  make  all 
future  returns  of  Ross  B.  Hammond  as  an  in- 
dividual on  the  same  basis  as  the  corporation 
had  previously  made  returns,  which  is  the 
accrual  basis." 

In  the  letter  of  May  9,  1938  (Tr.  639)  appellee 
furnished  certain  information  requested  by  the 
commissioner  and  states  (Tr.  640) : 

*'As  previously  stated,  the  reason  for  seeking 
permission  to  file  on  the  accrual  basis  is  occa- 
sioned by  the  fact  that  I  have  personally  taken 
over  the  contracting  business  previously  con- 
ducted by  Ross  B.  Hammond,  Inc.,  and,  as  you 
have  been  advised  heretofore,  the  accounts  of 
that  company  were  kept  on  the  accrual  basis. 
Request  has  therefore  been  made  for  permis- 
sion to  report  my  income  from  the  contracting 
business  upon  the  accrual  basis,  and  it  is  de- 
sired that  the  return  be  uniform  with  respect 
to  my  personal  income." 
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On  July  7, 1938  the  commissioner  wrote  (PI.  Ex. 
1,  Tr.  518) : 

"Predicated  on  the  foregoing,  permission  is 
hereby  granted  you  to  change  your  method  of 
reporting  income  from  the  cash  to  the  accrual 
basis,  beginning  with  the  taxable  year  ending 
December  31,  1938. 

"A  copy  of  this  letter  should  be  attached  to 
your  return  for  the  taxable  year  ending  De- 
cember 31,  1938,  as  evidence  of  the  authority 
given  you  to  report  your  net  income  on  the  ac- 
crual basis  for  Federal  income  tax  purposes." 

There  is  some  confusion  (immaterial  here)  as 
to  whether  the  corporation  was  on  the  percentage 
of  completion  or  accrual  basis.  But  there  is  no 
question  at  all  that  the  appellee  individually  had 
been  on  the  cash  basis  and  that  he  desired  to 
change  to  the  accrual  basis  after  the  dissolution  of 
the  corporation.  He  individually  was  seeking  the 
change,  not  the  corporation.  He  reiterates  in  all 
his  letters  his  desire  to  adopt  the  accrual  method, 
and  the  concluding  letter  from  the  commissioner 
grants  that  request  without  any  qualification  or 
condition. 

Appellant  asserts  (Br.  p.  13)  that: 

"Taxpayer  actually  received  permission  to  use 
an  accrual  basis  coupled  with  permission  to 
report  long-term  contracts  on  a  percentage  of 
completion  basis." 

The  commissioner's  concluding  letter,  dated 
July  7,  1938  (Tr.  518)  did  not  couple  the  two 
methods.  The  letter  authorizes  the  adoption  of  the 
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accrual  method  without  condition. 

The  Commissioner  thereafter  construed  that 
letter  as  permission  to  report  all  of  appellee's  op- 
erations on  the  accrual  method  because,  beginning 
with  January  1,  1939,  down  to  and  including  the 
tax  years  in  question,  appellee  adopted  the  accrual 
method  of  accounting  and  reported  his  income  in 
each  of  said  years  on  that  basis.  The  income  tax 
returns  so  recite.  Each  of  said  returns  was  twice 
examined  and  audited  and  reports  rendered  there- 
on, and  in  no  instance  except  in  the  present  tax 
year  in  question  did  the  Commissioner  challenge 
the  right  of  the  appellee  to  adopt  and  use  the  ac- 
crual method  of  accounting  and  to  make  his  re- 
turns on  that  basis. 

It  is  a  proper  presumption  that  the  Commis- 
sioner did  not  challenge  the  right  to  adopt  the 
accrual  method  in  recognition  of  the  permission 
granted  by  the  letter  of  July  7,  1938  (Ex.  "1",  Tr. 
518). 

Even  if  the  formal  permission  to  adopt  the  ac- 
crual method  had  not  been  issued  by  the  Commis- 
sioner, the  long  acceptance  of  the  returns  on  the 
accrual  method  would  constitute  an  implied  per- 
mission which  would  preclude  the  right  of  the 
Commissioner  to  reject  the  method  in  the  tax  years 
now  involved. 

In  Fowler  Bros.  &  Cox  v.  Commissioner,  138 
Fed.  (2d)  774  (6th  Cir.),  the  taxpayer  changed  his 
method  of  accounting  without  receiving  permission 
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from  the  Commissioner,  and  thereafter  reported 
his  income  for  several  years  on  the  changed 
method.  The  court  held: 

u*  *  *  Such  requirement  (referring  to  per- 
mission) may  be  satisfied  by  the  Commission- 
er's acceptance  of  returns  which  give  notice 
to  him  that  the  method  originally  adopted  has 
been  changed;  and  the  situation  then  stands 
as  though  the  Commissioner  had  given  express 
permission  to  allow  the  change  in  method  of 
accounting." 

Since  it  is  established  that  the  appellee  did  have 
the  right  to  adopt  the  accrual  method  of  account- 
ing, appellant's  contention  that  he  had  the  right  to 
reject  that  method  of  accounting  and  substitute 
another,  insofar  as  it  is  based  upon  lack  of  author- 
ity, must  be  rejected. 

4. 

The  Finding  of  Fact  that  Appellee's  Method  of 

Accounting  "Clearly  Reflected  the  Income"  Is 

Sustained  by  Substantial  Evidence. 

It  is  established  beyond  question  that  if  the 
method  of  accounting  ** clearly  reflects  the  income" 
the  right  of  the  taxpayer  to  choose  the  method  of 
accounting  is  ''mandatory"  and  the  Commissioner 
has  no  right  to  substitute  another  method. 

Sec.  41,  Int.  Rev.  Code;  Appendix  p.  102. 
Regulation  111,  Sec.  29.41-1;  Appendix  p.  102. 
Huntington  Sec.   Corp.   v.   Busey,   112  Fed. 

(2d)  368,  370  (6th  Cir.). 
Rowe  V.  Commissioner,  7  B.T.A.  903-908. 
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Coatesville  Boiler  Works  v.  Commissioner, 

9  B.T.A.  1242. 
Index  Notion  Co.  v.  Commissioner,  3  B.T.A. 

90. 

Appellee  could  not  be  compelled  to  adopt  any 
particular  method  of  accounting.  He  has  the  op- 
tion to  choose  such  method  "as  in  his  judgment 
best  suited  to  his  purpose",  subject  only  to  the  con- 
dition that  it  "clearly  reflect  the  income".  Ap- 
pellee was  not  compelled  to  adopt  the  "percentage 
of  completion"  method  of  accounting. 

Regulation  111,  Sec.  29.42-4,  p.  260;  Ap- 
pendix p.  105. 

Orino  v.  Commissioner,  34  B.T.A.  726. 

Security  Flour  Mills  Co.  v.  Commissioner, 
321  U.S.  281;  64  Sup.  Ct.  596;  Appendix 
p.  112. 

Regulation  111,  Sec.  29.42-4  (Appendix  p.  105) 
defines  long-term  contracts  and  provides  in  sub- 
division (a)  that  gross  income  derived  from  such 
contracts  "may"  be  reported  upon  the  basis  of 
percentage  of  completion.  This  provision  merely 
makes  it  optional  with  the  taxpayer.  (Orino  v. 
Commissioner,  supra.)  He  cannot  be  compelled  to 
adopt  that  method.  Only  when  he  does  adopt  it 
are  the  regulations  pertaining  to  that  particular 
method  applicable. 

The  phrase  "clearly  reflect  the  income"  is  not 
defined  by  the  Revenue  Act  or  the  Regulations. 

Note  that  the  phrase  does  not  use  the  statutory 
words  "gross  income,"  or  "net  income".  It  merely 
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uses  the  word  "income".    Regulation  111,  29.21-1 
(a),  says: 

"Income  (in  the  broad  sense),  meaning  all 
wealth  which  flows  in  to  the  taxpayer  other 
than  as  a  mere  return  of  capital." 

This  court  and  others  have  decided  that  a  meth- 
od of  accounting  "clearly  reflects  the  income"  when 
the  books  are  kept  "fairly,"  "honestly,"  "straight- 
forwardly" and  "frankly,"  as  distinct  from  "ac- 
curately" or  "without  error  or  defect".  The  phrase 
refers  to  the  system  or  method  and  not  to  any 
error  in  bookkeeping,  which  may  be  corrected  by 
adjustment.  It  is  established  that  when  the  books 
are  so  kept  they  are  controlling  unless  there  has 
been  an  attempt  of  some  sort  "to  evade  the  tax". 

In  Osterloh  v.  Lucas,  37  F.  (2d)  277  (9th  Cir.), 

the  court  held: 

"The  method  of  accounting  regularly  em- 
ployed by  the  petitioner  is  a  recognized  one 
within  the  meaning  of  the  act,  and  should  be 
accepted  as  controlling  unless  such  method 
does  not  clearly  reflect  the  income. 


"The  case  turns  largely  upon  what  is  meant 
by  the  requirement  that  the  method  of  ac- 
counting shall  clearly  reflect  the  income.    If 

this  requirement  is  absolute,  it  is  safe  to  say 
that  books  kept  on  the  basis  of  cash  received 
and  disbursed  will  rarely,  if  ever,  reflect  the 
true  income,  because  nearly  always  at  the  end 
of  a  tax  year  accounts  due  the  taxpayer  will 
remain  uncollected  and  some  of  his  own  ob- 
ligations will  remain  unpaid.  But  we  do  not 
think  that  any  such  literal  construction  was 
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contemplated.  In  our  opinion,  all  that  is  meant 
is  that  the  books  shall  be  kept  fairly  and  hon- 
estly; and  when  so  kept  they  reflect  the  true 
income  of  the  taxpayer  within  the  meaning  of 
the  law.  In  other  words,  the  books  are  con- 
trolUng,  unless  there  has  been  an  attempt  of 
some  sort  to  evade  the  tax.  This  construction 
may  work  to  the  disadvantage  of  the  taxpayer 
or  the  government  at  times,  but  if  followed 
out  consistently  and  honestly  year  after  year 
the  result  in  the  end  will  approximate  equality 
as  nearly  as  we  can  hope  for  in  the  administra- 
tion of  a  revenue  law."  (Emphasis  supplied) 

In  Welch  v.  De  Blois,  94  Fed.  (2d)  842  (1st 
Cir.),  the  court  after  quoting  in  full  the  last  para- 
graph of  the  excerpt  from  the  Osterloh  case  said: 

"With  this  statement  we  fully  agree." 

In  Huntington  Securities  Corporation  v.  Busey, 
112  F.  (2d)  368-370  (6th  Cir.),  the  court  held,  cit- 
ing the  Osterloh  case: 

"If  the  taxpayer's  method  of  accounting 
clearly  reflects  income,  the  Statute  is  manda- 
tory on  both  him  and  the  Commissioner  that 
taxable  income  must  be  determined  in  accord- 
ance therewith.  The  selection  of  a  system  of 
accounting  is  lodged  exclusively  in  the  tax- 
payer provided  it  is  within  the  statutory  limits 
of  clearly  reflecting  income  and  whatever 
method  the  taxpayer  adopts  must  be  consist- 
ent from  year  to  year  unless  the  Commissioner 
authorizes  a  change. 


"  ^Method,'  as  used  in  the  present  statute, 
means  the  way  of  keeping  the  taxpayer's  books 
according  to  a  defined  and  regular  plan. 
*Clearly,'  as  used  in  the  statute,  means  plainly, 
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honestly,  straightforwardly  and  frankly,  but 

does  not  means  ^accurately'  which,  in  its  ordi- 
nary use,  means  precisely,  exactly,  correctly, 
without  error  or  defect. 

'The  method  used  by  appellant  in  valuing 
its  inventories  in  our  opinion  clearly,  but  not 
accurately,  reflected  income,  which  is  all  that 
is  required.  Osterloh  v.  Lucas,  9  Cir.,  37  F. 
2d  277.  Appellant's  books  of  account  ac- 
curately showed  the  cost  of  the  securities  from 
year  to  year  and  the  differences  between  ac- 
tual and  book  cost  were  unsubstantial.  They 
were  approximately  correct  on  a  cost  basis. 
The  errors  appearing  therein  were  easily  as- 
certainable and  correctible  from  the  books  of 
account  which  were  kept  plainly,  honestly  and 
straightforwardly.  In  our  opinion,  the  errors 
of  the  taxpayer  did  not  bring  into  operation 
the  wide  discretion  of  the  Commissioner  to 
reject  its  method  of  valuing  inventories  which 
was  approximately  correct  and  to  select  one 
which  was  at  variance  with  the  taxpayer's 
consistent  method."   (Emphasis  supplied) 

In  Security  Flour  Mills  Co.  v.  Commissioner, 
321  U.S.  281;  64  Sup.  Ct.  596;  Appendix  p.  112,  the 
Supreme  Court  held  that  the  phrase  "clearly  re- 
flect the  income"  did  not  refer  to  the  income  in  any 
"given  year"  but  refers  to  the  total  income 

"over  a  period  of  years,  growing  out  of,  or  in 
some  way  related  to,  an  initial  transaction  in 
the  taxable  year." 

Regulation  111,  Sec.  29.41-2,  p.  253,  says: 

"Approved  standard  methods  of  accounting  will 
ordinarily  be  regarded  as  clearly  reflecting  in- 
come." 
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Regulation  111,  Sec.  29.41-3,  p.  255,  says: 

'The  law  contemplates  that  each  taxpayer  shall 
adopt  such  forms  and  systems  of  accounting 
as  are  in  his  judgment  best  suited  to  his  pur- 
pose." 

Aside  from  the  bare  assertion  that  appellee's 
method  does  not  clearly  reflect  the  income  and  that 
the  income  is  "distorted",  there  is  not  the  slightest 
attempt  made  to  demonstrate  that  the  findings  of 
fact  in  this  respect  are  * 'clearly  erroneous". 

Appellee,  having  adopted  the  accrual  method  of 
accounting,  treated  as  * 'gross  income"  all  the  in- 
voices rendered  based  on  "monthly  estimates"  ap- 
proved by  the  government  engineers  as  of  the 
time  the  invoices  were  rendered,  regardless  of  the 
time  they  were  paid.  They  were  accrued  on  the 
books  as  income  in  the  month  and  year  the  invoices 
were  rendered.  This  applied  to  the  amounts  pres- 
ently due  and  the  retained  percentages.  When  the 
invoices  were  rendered,  the  "right  to  receive"  pay- 
ment accrued.  The  costs  for  labor,  materials,  etc. 
were  entered  upon  the  books  as  of  the  time  in  the 
month  and  year  they  were  incurred,  regardless  of 
when  paid.  When  the  "obligation  to  pay"  arose 
they  were  accrued  on  the  books  as  "deductions". 

It  is  now  settled  beyond  question  that  the  "right 
to  receive"  and  the  "obligation  to  pay"  create  the 
right  and  duty  to  accrue  "gross  income"  and  "de- 
ductions". It  is  mandatory  that  both  "gross  in- 
come" and  "deductions"  must  be  taken  in  the  years 
in  which  the  events  occurred  that  give  rise  to  the 
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"right  to  receive"  and  the  "obligation  to  pay". 

In  Am.  Potash  &  Chemical  Corp.  v.  Commis- 
sioner, 7  T.C.  1113,  the  court  held: 

"Where  the  accrual  method  of  accounting  is 
used  items  of  income  and  expense  must  be  al- 
located to  the  years  in  which  the  right  to  re- 
ceive or  the  obligation  to  pay  has  become  final 
and  definite  in  amount." 

Helvering  v.  Enright^s  Est.,  312  U.S.  636;  61 
Sup.  Ct.  777;  Appendix  p.  115. 

Spring  City  Fdry.  v.  Commissioner,  292  U.S. 
182;  54  Sup.  Ct.  644;  Appendix  p.  115. 

Security  Flouring  Mills  Co.  v.  Commissioner, 
321  U.S.  281;  64  Sup.  Ct.  596;  Appendix 
p.  112. 

Frost  Lumber  Industries  v.  Commissioner, 
128  Fed.  (2d)  693,  694  (5th  Cir.);  Ap- 
pendix p.  115. 

Pfeiffer  v.  Jones,  57  Fed.  Supp.  621;  Ap- 
pendix p.  116. 

U.  S.  V.  Detroit  Moulding  Corp.,  56  Fed.  Supp. 
754,  757;  Appendix  p.  117. 

U.  S.  V.  Anderson,  269  U.S.  422;  46  Sup.  Ct. 
131;  Appendix  p.  125. 

Willoughby  Camera  Stores  v.  Commissioner, 
125  Fed.  (2d)  607  (2d  Cir.);  Appendix  p. 
120. 

Helvering  v.  Russian  Finance  &  Constr. 
Corp.,  77  Fed.  (2d)  324  (2d  Cir.);  Ap- 
pendix p.  123. 

Appellant  points  to  the  fact  that  the  "net  in- 
come" in  some  instances  seems  to  be  large  and  in 
some  instances  small  in  comparison  to  the  "gross 
income",  but  that  in  itself  is  irrelevant.  Some 
transactions  may  produce  large  profits,  others 
small  profits,   and   still   others   losses,   depending 
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upon  an  infinite  variety  of  conditions. 

For  example,  in  one  instance,  appellee  obtained 
payment  of  a  very  large  sum  without  any  expendi- 
ture, due  to  the  fact  that  another  corporation  per- 
formed a  large  amount  of  earth  filling  that  ap- 
pellee was  required  to  do  under  his  contract  with 
the  government  agency  (Tr.  165,  166). 

Then  there  are  conditions  inherent  in  all  ac- 
counting systems  resulting  from  the  fact  that  at 
the  end  of  a  given  year  there  is  usually  some  * 'un- 
finished business",  that  is  (whether  on  the  cash  or 
accrual  basis)  receipts  and  disbursements  do  not 
coincide  in  the  same  year. 

Regulation  111,  29.43-2,  p.  266,  recognizes  this 
condition  and  therefore  provides: 

*lt  is  recognized,  however,  that  particularly  in 
a  going  business  of  any  magnitude  there  are 
certain  overlapping  items  both  of  income  and 
deduction,  and  so  long  as  these  overlapping 
items  do  not  materially  distort  the  income 
they  may  be  included  in  the  year  in  which  the 
taxpayer,  pursuant  to  a  consistent  policy,  takes 
them  into  his  accounts." 

In  this  case  all  accruals  both  * 'gross  income  and 
deductions"  were  made  monthly  including  the 
month  of  December  in  each  year  (Tr.  275).  Tax- 
payer did  not  wait  until  the  end  of  the  year  to  de- 
termine whether  the  accruals  should  be  taken  in 
that  year  or  in  the  succeeding  year,  and  that  was 
done  "pursuant  to  a  consistent  pohcy"  over  the 
years. 
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Taxpayers  have  no  choice  in  the  matter  under 
any  accounting  system  under  the  requirements  for 
annual  reporting,  whether  it  be  cash  or  accrual 
method.  A  contractor  on  the  cash  basis  may  have 
invoiced  a  hundred  thousand  dollars  of  work  in  one 
year  but  could  not  treat  it  as  income  in  that  year 
if  not  paid.  On  the  other  hand,  if  he  is  on  the  ac- 
crual basis  and  he  has  invoiced  a  hundred  thousand 
dollars  worth  of  work,  he  must  treat  that  as  in- 
come although  no  payment  has  been  received.  The 
same  is  true  of  expense. 

These  requirements  are  mandatory.  Whatever 
effect  these  conditions  have  upon  the  determina- 
tion of  statutory  "net  income"  is  inherent  in  the 
requirement  for  annual  accounting  and  reporting 
income. 

This  court  took  note  of  this  situation  in  the 
Osterloh  case,  supra.  The  court  there  said: 

"The  case  turns  largely  upon  what  is  meant  by 
the  requirement  that  the  method  of  account- 
ing shall  clearly  reflect  the  income.  If  this  re- 
quirement is  absolute,  it  is  safe  to  say  that 
books  kept  on  the  basis  of  cash  received  and 
disbursed  will  rarely,  if  ever,  reflect  the  true 
income  because  nearly  always  at  the  end  of  a 
tax  year  accounts  due  the  taxpayer  will  re- 
main uncollected  and  some  of  his  own  obliga- 
tions will  remain  unpaid.  But  we  do  not  think 
any  such  literal  construction  was  contem- 
plated." 

The  Supreme  Court  of  the  United  States  also 
took  note  of  that  condition  in  the  Security  Flour- 
ing Mills  Co.  case,  supra. 
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Even  if  errors  are  found  in  the  treatment  of 
some  entries  of  income  or  expense,  it  would  not 
authorize  the  rejection  of  the  taxpayer's  method 
of  accounting  on  the  accrual  basis.  It  would  mere- 
ly require  adjustment  of  that  item  by  allocation 
to  the  proper  year.  It  would  not  authorize  the 
rejection  of  the  accounting  method. 

In  United  States  v.  American  Can  Co.,  280  U.S. 
412;  50  S.  Ct.  177-180,  the  court  held: 

"  'Basis  of  keeping  accounts'  as  there  used 
refers  to  the  general  bookkeeping  system  fol- 
lowed by  the  taxpayer  and  not  to  the  accuracy 
or  propriety  of  mere  individual  items  or  entries 
upon  the  books.  And  to  correct  an  improper 
item  in  a  return — whether  the  result  of  mere 
error  or  designed — cannot  properly  be  said  to 
constitute  rejection  of  the  basis  upon  which 
the  return  was  constructed." 

Bartles-Scott    Oil    Co.    v.    Commissioner,    2 

B.T.A.  16;  Appendix  p.  117. 
Sneed  v.  Commissioner,  119  Fed.  (2d)  767- 

771  (5th  Cir.);  Appendix  p.  118. 
Merten^s  Law  of  Fed.  Income  Taxation,  Vol. 

1,  Sec.  11.14,  p.  493;  Appendix  p.  119. 

We  submit  that  appellee's  method  of  accounting 
"clearly  reflected  the  income"  as  that  term  is  in- 
terpreted in  the  foregoing  decisions,  which  pre- 
cluded the  Commissioner  from  rejecting  that  meth- 
od and  substituting  another. 

Appellee  adopted  the  accrual  method  of  ac- 
counting and  consistently  maintained  the  same  to 
and  including  the  tax  years  in  question.  The  two 
accountants,  Brown  and  Eisman,  who  testified  for 
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the  plaintiff,  as  well  as  appellee's  own  bookkeeper, 
testified  that  the  accounts  were  kept  on  the  ac- 
crual basis;  that  the  books  set  up  all  of  the  sep- 
arate accounts  that  are  usual  to  such  method  of 
accounting,  such  as  accounts  receivable,  accounts 
payable,  accrued  taxes,  accrued  interest,  accrued 
salaries,  and  so  forth,  and  that  the  method  so  em- 
ployed "clearly  reflected  the  income". 

Mr.  Williams  admitted  that  he  found  no  evi- 
dence of  any  attempt  to  evade  taxation  by  means 
of  the  method  employed  by  appellee  (Tr.  481). 

The  accrual  method  of  accounting  is,  of  course, 
a  standard,  recognized  method,  and  under  the 
Regulation  111,  Sec.  29.41-2,  Appendix  p.  103,  it 
"will  ordinarily  be  regarded  as  clearly  reflecting 
income". 

It  is  clear  from  the  record  that  the  accounts 
were  fairly,  honestly,  straightforwardly  and  frank- 
ly kept  and  maintained.  There  is  not  the  slighest 
intimation  in  the  revenue  agent's  report  or  in  his 
testimony  of  any  omission  from  gross  income  or 
any  unwarranted  addition  to  the  deductions.  The 
method  of  accounting  therefore  clearly  reflects 
the  income  within  the  tests  laid  down  in  the  Oster- 
loh  case  and  the  others  cited  above. 

The  best  evidence  that  the  method  of  account- 
ing clearly  reflects  the  income  is  to  be  found  in  the 
fact  that  the  Commissioner  did  not  change  a  single 
figure  relating  to  the  annual  "gross  income"  from 
each  contract,  or  the  annual  "deductions"  pertain- 
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ing  to  each  contract,  or  the  total  net  profit  realized 
from  each  contract  upon  completion  thereof.  The 
Commissioner,  in  fact,  adopted  all  of  these  figures. 

The  Commissioner  did  not  reallocate  any  item 
of  "gross  income"  or  ^'deduction"  pertaining  to  any 
contract  in  any  of  the  three  years  that  he  ex- 
amined. 

Section  21  of  the  Internal  Revenue  Act  defines 
"net  income"  as 

"the  gross  income  computed  under  Section  22, 
less  the  deductions  allowed  by  Section  23." 

This  is  the  mandatory  formula  for  computing  "net 
income". 

Since  the  Commissioner  did  not  question  any 
of  the  items  of  "gross  income"  or  "deduction"  as 
reported  by  appellee  in  any  of  the  years  in  ques- 
tion, it  follows  that  the  "net  income"  reported  by 
appellee  (the  difference  between  the  said  "gross 
income"  and  the  said  "deductions")  is  the  proper 
"net  income  to  be  reported". 

The  Commissioner  accepted  the  items  of  gross 
income  and  deductions  as  reported,  but  refused 
to  accept  the  net  result  that  follows  therefrom, 
and  insists  on  substituting  a  method  of  determin- 
ing "net  profit"  in  violation  of  Sec.  21  of  the  In- 
ternal Revenue  Act. 

Instead  of  treating  the  difference  between 
"gross  income"  and  the  "deductions"  as  the  "net 
income",  as  required  by  See.  21,  he  resorted  to  a 
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formula  of  his  own  which  he  concedes  finds  no 
authority  in  the  Internal  Revenue  Code  or  Regula- 
tions for  determining  the  net  income  for  each  year. 
He  allocated  to  each  year  only  a  percentage  of  the 
total  net  profits  ascertained  upon  the  completion 
of  the  contracts  at  the  end  of  three  years.  The  tax- 
payer and  Commissioner  are  both  compelled  to  fol- 
low the  Section  21  formula  for  computing  "net  in- 
come". 

In  Clifton  Mfg.  Co.  v.  Commissioner,  137  Fed. 
(3d)  290  (4th  Cir.),  referring  to  the  provision 
which  authorizes  the  Commissioner  to  adopt  an- 
other method  of  accounting  if  the  taxpayer's  meth- 
od does  not  clearly  reflect  the  income,  the  court 
said: 

"But,  it  can  hardly  be  said  that  this  authority 
empowers  the  Commissioner  to  add  to  the  tax- 
payer's gross  income  for  a  given  year  an  item 
which  rightfully  belongs  to  an  earlier  year 
under  the  recognized  system  of  accrual  ac- 
counting." 

With  greater  reason  it  must  be  said  that  that 
provision  does  not  authorize  him  to  compute  "net 
income"  by  a  method  other  than  that  provided  for 
in  Sec.  21.  The  subtraction  of  the  "deductions" 
computed  under  Sec.  23  from  "gross  income",  as 
computed  under  Sec.  22,  to  arrive  at  the  annual 
"net  income",  clearly  reflects  the  income  as  a  mat- 
ter of  law. 

The  method  of  applying  a  percentage  of  profit 
ascertained  from  a  three  years*  total  of  net  profits, 


Tax 

per 

Year 

Taxpayer 

1941 

$  31,270.33 

1942 

195,680.63 

1943 

211,306.11 
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without  any  change  in  the  "gross  income"  and  "de- 
ductions", does  not  comply  with  the  statute  and 
cannot  be  said  to  clearly  reflect  the  income.  It  is 
inconsistent  with  the  requirements  for  "accrual" 
reporting  of  income. 

The  result  of  this  illegal  reallocation  of  "net  in- 
come" and  the  recomputation  of  the  tax  based 
thereon  was  as  follows: 

Net  Income       Net  Income  Tax  Computed 

per  by- 

Commissioner    Tax  Paid    Commissioner 
$  10,821.94     $  6,663.03 
370,889.23       95,991.87     $251,994.19 
127,322.61       91,307.14         49,448.91 

The  following  tabulations  show  the  manner  in 
which  the  tax  was  computed  by  the  taxpayer  and 
as  recomputed  by  the  Commissioner: 

COMBINED    INCOME    TAX   FOR   1942-1943   AS 
COMPUTED  BY  APPELLEE  AS  PER  CONSOLI- 
DATED RETURN  FOR  1943,  PLAINTIFF'S 
EXHIBIT  6. 

Tax  for  1942  on  "net  in- 
come" as  reported  by  ap- 
pellee in  the  combined 
1942-1943  return  was  the 
sum  of  $95,991.87 

The  tax  for  1943  on  "net 
income"  as  reported  by  ap- 
pellee in  the  combined  1942 
and  1943  return  was  91,307.14 

Since  the  1943  tax  so  re- 
ported was  the  lesser,  ap- 
pellee was  entitled  to  de- 
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duct  75%  of  the  amount  of 

that  tax  68,480.36 

Leaving  as  the  amount  of 
tax  to  be  paid  for  that  year 
(1943)  $22,826.78 

Adding  the  amount  of  the 

1942  tax  computed  as  above  95,991.87 


The  total  of  the  combined 
1942-1943  tax  reported  and 
paid  was  $118,818.65 

COMBINED    TAX    FOR   1942   AND    1943    COM- 
PUTED ON  *'NET  INCOME"  AS  REALLOCATED 
BY  THE  COMMISSIONER  (REVENUE  AGENT'S 
REPORT,  PLAINTIFF'S  EXHIBIT  20). 

Tax  for  the  year  1942  based 
on  the  reallocation  (p.  9, 
Plaintiff's  Exhibit  20)        $251,994.19 

Tax  for  the  year  1943  based 
on  the  reallocation  (p.  14, 
Plaintiff's  Exhibit  20)  49,448.91 

Since  1943  tax  was  the 
lesser,  appellee  was  entitled 
to  deduct  75%  of  the 
amount  so  computed  37,086.68 


Leaving  the  amount  of  the 
tax  to  be  pcdd  for  that  year 
(1943  $  12,362.23 

Adding  the  amount  of  the 

1942  tax  computed  as  above  251.994.19 


Total  of  combined  1942- 
1943  tax  based  on  realloca- 
tion $264,356.42 
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RECAPITULATION 


Amount  of  tax  based  on  reallocation  of 

"net  income"  $264,356.42 

Amount  of  tax  computed  and  paid  on 

appelle's  basis  118,818.65 

Deficiency  determined  $145,537.77 

Interest  to  date  of  payment  by  appellee      11,609.13 


Total  payment  $157,146.90 

Amount  paid  in  cash  August  17, 1945      $150,592.87 

Credit  allowed  for  refund  on  account  of 
overassessment  for  the  year  1941  plus 
accrued  interest  6,554.03 


Total  $157,146.90 

(See  Plaintiff's  Exhibit  9,  "Certificate  of  assess- 
ment and  payment,"  last  page.) 

We  invite  the  attention  of  the  court  to  the  man- 
ner in  which  the  first  contract  (Job  207)  appearing 
in  the  revenue  agent's  report  (Exh.  20,  Tr.  612) 
was  treated.  It  is  typical  of  the  rest  of  the  con- 
tracts and  will  be  sufficient  to  illustrate  the  precise 
issue  between  the  taxpayer  and  the  Commissioner. 
The  first  line  shows  the  "gross  income"  from  that 
job  entered  on  the  accrual  basis  (as  per  approved 
estimates  and  invoices)  for  each  of  the  years  1941, 
1942  and  1943,  and  the  last  column  shows  the  total 
for  the  three  years.  The  Commissioner  did  not 
change  any  of  these  figures.   Williams  testified: 

"I  have  not  changed  the  income,  your  Honor, 
that  they  have  reported  in  each  year. 
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"I  am  using  exactly  the  same  income  that  the 
engineer  has  allowed  to  be  billed."  (Tr.  479) 

The  next  line  records  the  costs  on  that  job, 
broken  down  as  to  labor  and  material,  which  were 
accrued  in  each  of  the  years  1941,  1942  and  1943, 
as  the  costs  were  incurred.  The  last  column  shows 
the  total  for  the  three  year  period.  These  figures 
were  not  changed. 

The  next  line  shows  the  "net  profits"  as  they 
were  entered  on  the  books  of  the  appellee  for  each 
of  the  years,  and  the  total  at  the  end  of  the  three 
year  period.  The  figures  of  net  profits  were  ar- 
rived at  in  accordance  with  the  formula  required 
by  Sec.  21  of  the  Internal  Revenue  Code,  to- wit: 
the  subtraction  of  the  "deductions"  from  the 
"gross  income". 

The  Commissioner  then  adopts  the  total  figure 
of  net  income  ($37,415.05)  from  the  job  as  ascer- 
tained at  the  end  of  the  three  year  period  (total  of 
the  1941,  1942  and  1943  net  profits);  he  divided 
that  into  the  total  "gross  income"  for  the  three 
year  period,  to-wit:  $289,200.76,  and  determined 
that  the  net  profit  on  the  whole  job  upon  its  com- 
pletion at  the  end  of  the  three  year  period  was 
12.9+%  of  the  total  gross  income  from  that  job. 
The  then  computed  12.9+%  of  the  gross  income 
for  each  of  the  three  years  and  treated  that  as  the 
"net  income"  for  each  of  the  three  years,  instead 
of  the  net  income  which  was  arrived  at  by  the  ap- 
pellee in  accordance  with  the  requirements  of  Sec- 
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tion  21  of  the  Internal  Revenue  Code.  The  result 
was  a  decrease  of  the  net  income  in  the  years 
1941  and  1943  and  a  large  increase  for  the  year 
1942. 

The  same  procedure  was  followed  with  respect 
to  all  the  other  contracts.  We  submit  that  the  pro- 
cedure followed  by  appellee  to  arrive  at  "net  in- 
come" clearly  reflects  the  income  because  it  was 
arrived  at  in  accordance  with  the  requirements  of 
Section  21,  while  the  method  employed  by  the 
Commissioner  was  arbitrary,  capricious  and  with- 
out any  foundation  (conceded)  either  in  the  In- 
ternal Revenue  Code  or  Regulations,  or  in  any  rec- 
ognized accounting  system. 

The  Commissioner  employed  a  "hybrid"  method. 
He  employed  in  part  the  accrual  method  when  he 
adopted  the  annual  "gross  income"  and  annual 
"deductions"  as  the  basis  for  computation.  (Ar- 
rived at  by  appellee  on  the  accrual  basis.) 

He  employed  in  part  the  "completed  contract" 
method  when  he  used  the  total  gross  income  and 
deductions  ascertained  at  the  end  of  the  three-year 
period. 

He  employed  in  part  a  "transactional"  method 
when  he  used  the  "percentage  of  profit"  formula. 

In  the  Security  Flour  Mills  case,  supra,  the 
Supreme  Court  of  the  United  States  condemned 
the  use  of  a  "hybrid"  method  of  computing  net  in- 
come.  In  that  case  the  taxpayer  contended  that 
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"Section  43  has  altered  the  rule  so  that  a  hybrid 
system,  partly  annual  and  partly  transac- 
tional, may,  within  administrative  discretion, 
be  substituted  for  that  of  annual  accounting 
periods." 

The  court  said: 

"We   think   the   position  is   not  maintainable. 

"We  are  of  the  opinion  that  the  purpose  of  the 
language  which  Congress  used  was  not  to  sub- 
stitute, whenever  in  the  discretion  of  an  ad- 
ministrative officer  or  tribunal  such  a  course 
would  seem  proper,  a  divided  and  inconsistent 
method  of  accounting  not  particularly  to  be 
denominated  either  a  cash  or  an  accrual  sys- 
tem." (Emphasis  supplied) 

The  distortion  of  net  income  that  is  produced 
by  the  Commissioner's  method  of  accounting  is 
demonstrated  by  the  application  of  his  system  to 
some  of  the  contracts.  In  Job  No.  213  (Tr.  615) 
the  Commissioner  computed  a  net  income  for  the 
year  1943  of  $35,448.48,  and  a  net  income  in  1944 
of  $3,421.79;  total  for  the  two  years,  $38,870.27. 
The  evidence  established  that  the  total  profit  real- 
ized from  that  contract  was  $27,160.05  (Tr.  501  to 
504). 

Similar  discrepancies  are  disclosed  by  applying 
Commissioner's  formula  to  contracts  215,  216,  217 
and  220. 

We  submit  that  a  method  of  accounting  that 
produces  a  net  profit  of  $38,000.00  before  comple- 
tion of  the  contract,  and  a  total  net  profit  of  $27,- 
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000.00  upon  completion  of  the  contract,  demon- 
strates such  distortion  as  to  make  the  adoption  of 
the  method  impossible. 

The  obvious  difficulty  of  adopting  the  Commis- 
sioner's method  of  accounting  is  that  a  taxpayer 
could  never  make  a  return  at  the  end  of  any  given 
taxable  year  if  he  had  uncompleted  contracts.  If 
he  is  on  the  accrual  basis  he  must  make  his  returns 
annually.  To  apply  the  Commissioner's  "percentage 
of  net  profit"  formula,  the  taxpayer  would  have 
to  wait  in  all  cases  until  completion,  because  then 
only  would  he  be  able  to  determine  the  ratio  of 
profit  to  gross  income. 

Appellant  does  not  cite  any  authority  for  the 
right  to  adopt  the  method  which  he  employed  in 
this  case.  He  concedes  (Brief  p.  17)  that  the 
method 

"*  *  *  is  not  one  explicitly  provided  for  by  the 
Regulations  nor  by  the  Internal  Revenue 
Code." 

The  case  of  William  Hardy  v.  Commissioner  of 
Internal  Revenue,  82  Fed.  (2d)  249,  is  cited  in  sup- 
port of  the  contention  that  the  Commissioner  "was 
not  required  to  adhere  strictly  to  a  stereotyped 
accrual  form  of  accounting".  But  this  statement 
was  made  by  the  court  in  connection  with  the 
peculiar  situation  that  existed  in  that  case  as  in- 
dicated by  the  very  next  sentence  which  reads  as 
follows: 
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"It  is  obvious  that  there  must  be  some  leeway 
in  making  the  change  from  the  cash  basis  in 
order  that  the  income  for  the  first  taxable 
period  under  the  changed  method  of  reporting 
will  be  reflected  accurately." 

In  that  case  the  controversy  involved  the  tax  year 
in  which  the  taxpayer  made  the  change  from  the 
cash  to  the  accrual  method,  and  because  of  the  in- 
consistency in  the  two  methods  of  accounting,  it 
became  necessary  to  make  adjustments  to  compen- 
sate for  the  difference.  In  the  case  at  bar  the  ac- 
counts were  kept  on  the  accrual  basis  and  income 
was  reported  on  the  same  basis.  There  was  no 
changeover  in  the  tax  year  in  question  from  one 
system  to  another  which  would  necessitate  adjust- 
ments. 

The  Hardy  case  is  also  cited  by  appellant  in 
support  of  the  proposition  that  "in  deciding  what 
method  is  necessary  clearly  to  reflect  a  taxpayer's 
income,  the  commissioner  is  given  a  breadth  of 
discretion  which,  though  not  unlimited,  will  be  re- 
viewed here  only  when  abuse  of  it  is  clearly  shown". 

The  right  accorded  to  the  Commissioner  by  Sec- 
tion 41  of  the  Internal  Revenue  Act  to  substitute 
a  method  of  accounting  arises  only  when  the 
method  of  accounting  adopted  by  the  taxpayer  does 
not  clearly  reflect  the  income  in  the  sense  in  which 
that  language  is  employed  in  the  Internal  Revenue 
Act  and  as  interpreted  by  the  courts.  If  the  tax- 
payer's method  does  clearly  reflect  the  income,  as 
that  term  is  so  used  and  interpreted  by  the  courts, 
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the  Commissioner  has  no  right  whatever  to  sub- 
stitute any  other  method  of  accounting. 

When  it  is  established  that  the  taxpayer's  meth- 
od of  accounting  does  not  clearly  reflect  the  in- 
come, the  right  of  the  Commissioner  to  adopt  an- 
other method  attaches;  but  the  method  which  he 
employs  must  be  one  that  is  recognized  by  the  In- 
ternal Revenue  Code  and  must  accord  with  recog- 
nized accounting  principles.  He  can  not  even  then 
employ  a  "hybrid"  system  * 'partly  annual  and  part- 
ly transactional",  or  *'a  divided  and  inconsistent 
method  of  accounting  not  properly  to  be  denomi- 
nated either  a  cash  or  an  accrual  system".  Security 
Flour  Mills  Co.  case,  supra. 

The  value  of  the  Hardy  case  as  precedent  is 
greatly  impaired  if  not  entirely  dissipated  by  the 
decision  of  the  Supreme  Court  in  the  Security  Flour 
Mills  Co.  case  in  the  respects  just  referred  to. 

What  was  said  with  respect  to  the  Hardy  case 
applies  to  the  other  cases  cited  by  appellant  at  that 
point. 

In  Bradstreet  Co.  of  Maine  v.  Commissioner  of 
Int.  Rev.,  65  Fed.  (2d)  943  (1st  Cir.),  the  court 
held: 

"The  burden  to  adopt  a  method  that  will  clearly 
reflect  the  income  is  on  the  Commissioner 
equally  as  well  as  on  the  taxpayer." 

In  re  Harrington,  1  F.  (2d)  749  (D.C.  Mo.),  the 

court  held: 
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"This  is,  of  course,  the  fundamental  purpose  of 
the  law  that  the  taxpayer  should  be  taxed 
upon  his  actual  income,  and  that  this  should 
neither  be  diminished  nor  increased  by  any 
arbitrary  or  artificial  method  of  computation. 
As  the  law  says,  *the  true  income  must  be 
clearly  reflected,'  and  for  this  purpose  the 
regular  and  long-standing  methods  of  account- 
ing employed  by  the  taxpayer,  established  in 
due  course  and  for  no  ulterior  purpose,  are  to 
be  indulged." 

In  Russell  v.  Commissioner  of  Internal  Revenue, 
45  F.  (2d)  100-101  (1st  Cir.),  the  court  held: 

"An  arbitrary  adoption  of  a  substitute  method 
of  computing  a  tax,  which  does  not  in  fact 
'clearly  reflect  the  income'  of  the  taxpayers, 
cannot  be  sustained.  The  commissioner's  dis- 
cretion must  be  exercised  reasonably,  on  sound 
grounds." 

In  Carver  vs.  Commissioner  of  Internal  Reve- 
nue, 10  T.C.  171,  cited  by  appellant,  the  taxpayer 
maintained  his  accounts  on  the  accrual  basis  but 
reported  income  on  the  cash  basis.  This  was  the 
situation  upon  which  the  tax  court  held  that  the 
return  did  not  clearly  reflect  the  income.  This  was 
a  violation  of  the  requirement  that  there  must  be 
consistency  between  the  accounts  and  the  return. 
The  court  held  that  upon  the  record  as  made  the 
taxpayer  failed  to  "demonstrate  error  on  the  part 
of  the  commissioner".  In  the  case  at  bar,  the  ac- 
counts were  maintained  on  the  accrual  basis  and 
the  income  was   reported   on   the  accrual   basis. 
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There  was  no  inconsistency.  In  the  case  at  bar,  un- 
like the  situation  in  the  Carver  case,  the  court  be- 
low upon  the  evidence  found  as  a  matter  of  fact 
that  the  taxpayer  sustained  the  burden  of  estab- 
lishing that  the  deficiency  assessed  was  illegal. 

It  is,  of  course,  true  that  the  Commissioner  had 
at  the  outset  the  benefit  of  the  presumption  of 
correctness.  But  it  is  now  settled  beyond  question 
that  the  presumption  is  dissipated  and  disappears 
when  the  taxpayer  has  introduced  evidence  which 
negatives  the  presumption. 

In  J.  M.  Perry  &  Co.,  Inc.  v.  Commissioner,  120 
Fed.  (2d)  123  (9th  Cir.),  the  court  held: 

**When  such  evidence  has  been  adduced  the 
issue  depends  wholly  upon  the  evidence  so 
adduced  and  the  evidence  to  be  adduced  by 
the  Commissioner.  The  Commissioner  cannot 
rely  upon  his  determination  as  evidence  of  its 
correctness  either  directly  or  as  affecting  the 
burden  of  proof."  (Emphasis  supplied) 

Hemphill  Schools,  Inc.  v.  Commissioner,  137 

Fed.  (2d)  961-964  (9th  Cir.);  Appendix  p. 

111. 
Helvering  v.  Talbott^s  Est.,  116  Fed.  (2d)  160 

(4th  Cir.) ;  Appendix  p.  111. 
Lunsford  v.  Commissioner,  62  Fed.  (2d)  740 

(6th  Cir.);  Appendix  p.  111. 
Clinton  Cotton  Mills,  Inc.  v.  Commissioner, 

78  Fed.  (2d)  292  (4th  Cir.);  Appendix  p. 

112. 
Russell  V.  Commissioner,  45  Fed.   (2d)  100 

(1st  Cir.);  Appendix  p.  112. 
Whitney  v.  Commissioner,  73  Fed.  (2d)  589 

(3r  Cir.) ;  Appendix  p.  110. 
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Under  these  decisions,  when  the  evidence  was 
introduced  by  appellee  that  an  accrual  method  of 
accounting  was  consistently  maintained  through- 
out the  years,  that  the  returns  were  made  in  ac- 
cordance with  the  accounts  as  kept  and  maintained ; 
that  as  kept  they  clearly  reflected  the  income,  and 
that  there  was  no  need  for  inventory  accounts  or 
work  in  progress  accounts  because  there  were  no 
materials  or  such  work  in  progress  in  fact  to  be 
entered  in  such  accounts,  the  presumption  of  cor- 
rectness was  dissipated  and  the  burden  of  proof 
shifted  to  the  government  to  establish  that  the 
method  of  accounting  did  not  clearly  reflect  the 
income  as  the  term  is  understood  in  the  adminis- 
tration of  the  internal  revenue  law.  The  Commis- 
sioner made  no  attempt  to  meet  that  burden,  and 
certainly  did  not  introduce  evidence  creating  a 
preponderance  of  evidence  in  his  favor.  The  court 
below  accepted  that  evidence  and  based  its  findings 
of  fact  thereon. 

In  this  court,  on  appeal,  as  already  pointed  out, 
those  findings  of  fact  are  presumptively  correct 
and  the  burden  is  upon  the  appellant  to  demon- 
strate that  those  findings  were  clearly  erroneous. 
We  find  not  the  slightest  attempt  in  the  Brief  to 
make  such  demonstration. 

Appellee  and  his  witnesses  were  not  impeached; 
their  testimony  was  not  contradicted  by  other 
testimony  or  by  destructive  analysis.  The  court 
below  therefore  was  compelled  to  give  credence  to 
the  evidence  and  to  make  findings  of  fact  in  ac- 


49 

cordance  therewith. 

Blackmer  v.  Commissioner,  70  Fed.  (2d)  255 

(2d  Cir.). 
Lawton  v.  Commissioner,  164  Fed.  (2d)  380, 

384  (6th  Cir.). 

In  Wright-Bernet,  Inc.  v.  Commissioner,  172 
Fed.  (2d)  343  (6th  Cir.)  1949,  the  court  reversed 
the  decision  of  the  Tax  Court  because  it  failed  to 
accept  and  give  effect  to  uncontradicted  evidence 
of  unimpeached  witnesses. 

5. 

Re:  Necessity  of  Maintaining  an  Inventory 
and  Work  in  Progress  Account 

The  only  criticism  of  appellee's  accrual  method 
of  accounting  is  based  on  the  contention  that  ap- 
pellee did  not  maintain  an  inventory  and  work-in- 
progress  account. 

This  contention  is  predicated  on  the  assumed 
applicability  of  Treasury  Regulation  111,  Sec.  42-4 
(a)  (Appendix  p.  105). 

We  submit  that  this  regulation  does  not  apply 
to  a  contractor  taxpayer  reporting  on  the  accrual 
method  of  accounting.  It  applies  only  to  a  con- 
tractor taxpayer  who  has  elected  to  report  on  the 
percentage  of  completion  basis.  The  Regulation 
says  that  contractors  "may"  report  upon  the  per- 
centage of  completion  basis;  it  does  not  say  that 
he  must.  But  it  is  only  when  the  contractor  elects 
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to  adopt  the  percentage  of  completion  method  that 
he  is  required  to  supply  the  Commissioner  with 
certificates  of  architects  or  engineers  showing  the 
percentage  of  completion,  and  the  Regulation  spe- 
cifies what  deductions  from  gross  income  are  to  be 
taken, 

"account  being  taken  of  the  material  and  sup- 
plies on  hand  at  the  beginning  and  end  of  the 
taxable  year  for  use  in  connection  with  the 
work  under  contract  but  not  yet  so  applied." 

This  Regulation  does  not  refer  at  all  to  work  in 
progress. 

No  such  requirement  is  included  in  the  Regula- 
tions governing  the  reporting  on  the  accrual  meth- 
od of  accounting. 

Regulation  111,  Sec.  29.41-3,  Appendix  p.  104, 
says: 

"The  law  contemplates  that  each  taxpayer  shall 
adopt  such  forms  and  systems  of  accounting 
as  are  in  his  judgment  best  suit  to  his  pur- 
pose" 

and  in  paragraph  (1)  it  goes  on  to  say: 

"In  all  cases  in  which  the  production,  purchase, 
or  sale  of  merchandise  of  any  kind  is  an  in- 
come producing  factor,  inventories  of  the  mer- 
chandise on  hand  (including  finished  goods, 
work  in  process,  raw  materials,  and  supplies) 
should  be  taken  at  the  beginning  and  end  of 
the  year  and  used  in  computing  the  net  in- 
come." 

This  Regulation  obviously  applies  only  to  such 
taxpayers  as  merchants  and  manufacturers  who 
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buy  and  sell  or  manufacture  merchandise  as  an  in- 
come producing  factor. 

A  contractor  does  not  buy  and  sell  merchandise 
as  an  income  producing  factor  and  is  not  included 
in  that  category.  The  contractor's  income  is  not 
derived  from  the  purchase  and  sale  of  merchandise. 
In  the  case  of  a  lump  sum  contract,  his  income  is 
derived  from  the  creation  of  a  structure,  which 
involves  the  supplying  of  all  labor,  services,  and 
engineering,  in  addition  to  the  materials  that  enter 
into  the  structure.  He  does  not  undertake  to  sell 
the  materials  as  such  to  the  owner  at  a  profit.  He 
undertakes  to  supply  the  materials  to  be  used  in 
connection  with  the  services  and  labor,  all  of  which 
are  merged  into  the  construction  of  a  project. 

The  Regulation  obviously  cannot  apply  to  cost, 
plus  fixed  fee  contracts  or  cost  plus  a  percentage  of 
cost  contracts. 

Appellant  does  not  in  the  Brief  contend  that 
this  Regulation  41-3  is  applicable.  We  cite  it  only 
to  show  that  the  Treasury  Department  only  deemed 
inventories  essential  in  a  limited  type  of  business. 

In  any  event,  the  court  below  made  findings  of 
fact  which  are  supported  by  uncontradicted  evi- 
dence that  there  were  no  materials  on  hand  at  any 
time,  or  any  work  in  progress  to  be  recorded  in  an 
inventory  or  work  in  progress  account.  Hence, 
there  was  no  necessity  for  maintaining  such  ac- 
counts. The  record  discloses  that  all  materials 
that  were  purchased  for  a  given  project  were  in- 


52 

voiced  to  the  owner  in  the  monthly  estimates.  As 
soon  as  the  owner  was  billed  for  those  materials, 
even  though  not  incorporated,  the  title  to  the  ma- 
terials passed  to  the  owner.  They  no  longer  were 
the  property  of  the  appellee  and  could  not  under 
any  conditions  be  included  in  an  inventory  account. 

Even  in  cases  where  inventories  are  required  by 
the  Regulations,  it  is  provided  specifically  that 
the  taxpayer 

"should  exclude  from  inventory  goods  sold,  title 
to  which  has  passed  to  the  purchaser." 

(Reg.  Ill,  Sec.  22  (c)  1,  p.  60.) 

The  same  is  true  with  respect  to  so-called  work 
in  progress.  It  was  the  uniform  practice  of  appellee 
to  include  in  the  monthly  estimates  all  the  con- 
struction costs  that  could  possibly  be  lawfully  in- 
cluded under  the  contract,  which  included  all  the 
work  in  progress.  When  the  estimates  were  ap- 
proved by  the  engineer  the  amount  thereof  was  in- 
voiced to  the  owner.  There  was  nothing  left  to  be 
included  in  any  work  in  progress  account  (assum- 
ing without  admitting  that  such  an  account  was 
necessary  under  the  accrual  system). 

When  such  material  and  work  in  progress  was 
invoiced  it  became  * 'gross  income"  and  was  accrued 
as  such  on  the  books.  It  was  in  a  true  sense,  both 
as  to  the  portion  presently  payable,  as  well  as  the 
retained  percentage,  an  ''account  receivable". 

When  the  expense  was  incurred  in  the  acquisi- 
tion of  the  materials  and  the  creation  of  the  work 
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in  progress,  it  was  accrued  on  the  books  of  ap- 
pellee as  a  cost. 

There  was  nothing  left  to  be  included  in  any 
inventory  or  work  in  progress  account.  They  were 
reflected  in  the  accounts  receivable  and  in  the  ac- 
counts payable. 

The  testimony  of  appellee  and  his  witnesses 
that  there  were  no  surplus  materials  or  work  in 
progress  which  had  not  been  included  in  the  esti- 
mates, is  uncontradicted  and  is  supported  by  the 
fact  that  it  was  the  practice  to  include  in  the  esti- 
mates as  much  as  could  possibly  be  included  be- 
cause appellee  was  in  need  of  money  and  was  eager 
to  obtain  the  largest  payments  that  were  legally 
possible  under  the  contracts. 

It  is  also  significant  that  the  revenue  agent 
spent  twenty-three  days  in  examining  the  records 
of  the  appellee,  including  the  duplicate  monthly 
estimates  and  supporting  documents,  which  con- 
tained a  wealth  of  detail  pertaining  to  the  quan- 
tities of  materials  and  labor  and  did  not  in  his  re- 
port or  in  his  testimony  attempt  to  show  that  there 
was  at  any  time  on  hand  any  material  or  work  in 
progress  that  had  not  been  included  in  monthly 
estimates.  The  revenue  agent  testified  that  he  did 
not  know  whether  there  were  any  such  materials 
or  unfinished  work  on  hand  at  any  time. 
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6. 

Re:  Effect  of  Prior  Determinations 

by  the  Commissioner. 

The  1938, 1939, 1940  and  1941  returns  were  each 
audited  twice.  In  each  case  determinations  were 
made  thereon,  either  of  some  deficiency  or  over- 
payment (Exh.  "12"  to  "17"  inclusive).  All  of  the 
returns  were  on  the  accrual  basis,  based  on  the 
method  of  accounting  uniformly  employed  during 
those  years  as  well  as  the  tax  years  in  question. 
The  method  of  accounting  was  the  same  through- 
out; no  change  was  made  in  any  respect  whatso- 
ever. 

The  Commissioner  did  not  challenge  appellee's 
right  to  adopt  or  maintain  the  accrual  method  of 
accounting  or  the  manner  in  which  the  accounts 
were  maintained.  On  the  contrary,  he  made  deter- 
minations of  deficiencies  and  overpayments  predi- 
cated thereon.  We  submit  that  those  determina- 
tions have  high  probative  value  in  the  present  con- 
troversy. No  showing  was  made  to  account  for  the 
difference  in  the  determinations. 

Those  determinations  are  entitled  to  the  same 
presumption  of  correctness  as  the  determinations 
involved  in  the  tax  years  in  question. 

In  Hirsig  v.  Commissioner,  Tax  Court  of  the 
United  States,  Docket  No.  6537-6538,  decision  ren- 
dered August  21,  1945,  Opinion  by  Judge  Mellott, 
it  was  held: 
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"The  conflicting  determinations  of  the  Commis- 
sioner detract  from,  if  they  do  not  completely 
nullify,  any  presumption  of  correctness  other- 
wise attributable  to  them.  Cf.  Helvering  v. 
Taylor,  293  U.S.  507." 

In  Bancroft  v.  United  States,  48  F.  Supp.  476- 
480,  the  court  attached  significance  to  the  fact  that 
the  Commissioner  had  approved  an  earlier  return 
containing  a  declaration  as  to  the  basis  of  the  ac- 
counting method.  The  court  said: 

"It  is  worthy  of  observation  that  the  plaintiffs, 
without  any  change  in  the  method  of  keeping 
their  books  or  filing  their  return  for  the  year 
1939,  had  the  approval  of  the  Commissioner 
when  the  answer  on  the  return  showed  an  ac- 
crual basis." 

The  court  below  had  the  right  to  reject  the 
opinion  of  the  revenue  agent,  Williams,  that  the 
accrual  method  followed  by  appellee  was  not  prop- 
erly maintained  when  the  method  (without  change) 
had  the  approval  of  the  Commissioner  in  all  prior 
years. 
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II. 

RE:  ASSIGNMENT  OF  ERROR  THAT  DISTRICT 

COURT  ERRED  IN  FINDING  THAT  AMOUNTS 

SET   ASIDE   UNDER   THE   MASON-PETERSEN 

PROFIT  SHARING  AGREEMENTS  WERE 

PROPERLY  ACCRUED  DEDUCTIONS 

IN  THE  TAXABLE  YEAR. 

SUMMARY 

a. 
The  assignment  of  error  is  insufficient  to  pre- 
sent any  issue  for  consideration  of  the  court  in 
that  it  does  not  set  out  ''separately  and  particularly 
each  error  intended  to  be  urged"  and  it  does  not 
state  "as  particularly  as  may  be  wherein  the  find- 
ings of  fact  and  conclusions  of  law  are  alleged  to  be 
erroneous"  (Rule  20  (d)  of  this  court). 

b. 
The  court  is  without  jurisdiction  to  review  the 
order  denying  appellant's  motion  for  leave  to  inter- 
pose the  tendered  set-off  to  the  cause  of  action  set 
forth  in  the  complaint.  The  said  order  was  a  re- 
viewable ''decision".  No  appeal  therefrom  was 
taken  within  the  time  required  by  law  and  the  time 
for  such  appeal  had  expired  when  the  appeal  from 
the  judgment  now  sought  to  be  reviewed  was 
taken. 
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c. 

The  court  below  did  not  abuse  its  discretion  in 
denying  the  said  motion  because  no  showing  of  any 
kind  was  made  of  mistake,  inadvertence  or  ex- 
cusable neglect  or  of  due  diligence.  It  was  estab- 
lished without  contradiction  that  appellant  had  full 
knowledge  of  all  of  the  facts  pertaining  to  the  al- 
leged set-off  long  before  the  commencement  of  the 
action. 

d. 

After  the  denial  of  the  motion  to  interpose  the 
set-off  it  was  not  a  proper  issue  for  trial  in  the 
court  below,  and  is  not  now  a  proper  issue  for 
review. 

e. 

The  court  below  did  not  err  in  holding  (upon 
denial  of  said  motion  and  in  the  findings)  that  the 
set-off  sought  to  be  interposed  by  appellant  was 
barred  by  the  Statute  of  Limitations  and  that  a 
barred  tax  liability  cannot  be  set  off  against  a  sub- 
sisting claim  for  refund. 

f. 
The  court  below  did  not  err  in  holding  on  the 
merits  of  the  proposed  set-off  that  the  appellee 
properly  accrued  in  the  tax  years  in  question  the 
liability  to  Mason  and  Petersen  under  the  contracts 
for  compensation  and  in  taking  the  same  as  a  de- 
duction in  those  years. 
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ARGUMENT 

Statement  of  Facts 

February  3, 1942,  appellee  entered  into  an  agree- 
ment with  Mason,  an  employee,  which  fixed  his 
compensation  at  20%  of  the  net  profits  of  "each 
calendar  year".  It  provided  for  drawing  $500.00 
per  month  with  maximum  withdrawals  for  each 
calendar  year  of  $10,000.00.  The  balance  of  the 
annual  earnings  "shall  be  permitted  to  remain  in 
the  company  to  be  used  as  working  capital  for  use 
in  the  contracting  and  construction  business  of  the 
first  party".  Provision  was  made  for  termination 
of  the  contract  by  either  party,  and  for  maturing 
the  time  for  payment  of  the  accumulated  earnings. 
The  contract  then  provided: 

"Should  the  drawing  account  of  $500.00  per 
month  or  $6,000.00  per  year  ....  exceed  in 
any  calendar  years  the  percentage  of  profits 
to  which  the  second  party  is  entitled  under  this 
agreement,  this  difference  between  the  amount 
of  money  to  which  the  second  party  is  en- 
titled for  his  services  on  the  basis  of  this 
agreement,  as  outlined  in  Paragraph  I,  shall 
be  charged  against  any  monies  which  have 
accrued  to  the  account  of  the  second  party 
and  the  amount  of  money  owing  the  second 
party  by  the  first  party  shall  be  reduced  by 
this  amount." 

The  contract  is  set  forth  in  full  in  the  findings 
of  fact  (Tr.  28-31). 

The  contract  with  Petersen  was  the  same  ex- 
cept that  his  compensation  was  15%  of  the  net 
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profits  of  "each  calendar  year",  the  monthly  draw- 
ing account  was  $400.00,  and  the  maximum  draw- 
ing account  for  the  year,  $7,500.00. 

The  contracts  did  not  provide  that  the  employ- 
ees were  to  be  responsible  for  any  losses  sustained 
in  any  calendar  year;  and  if  losses  had  occurred 
in  any  calendar  year,  they  could  not  have  been 
charged  against  the  compensation  earned  in  any 
preceding  calendar  year. 

It  was  not  alleged  in  the  proposed  set-off  and 
no  evidence  was  introduced  that  these  contracts 
were  to  constitute  or  did  constitute  ''Contributions 
of  an  employer  to  an  employee's  trust  or  annuity 
plan  for  compensation  under  a  deferred  payment 
plan",  as  provided  for  in  Sec.  23  (p)  (1)  (D)  of  the 
Internal  Revenue  Code. 

In  the  tax  years  1942  and  1943,  the  two  years 
involved  at  this  point,  both  employees  received  in 
cash  a  portion  of  their  earnings  within  the  limita- 
tions fixed  by  the  contract.  The  rest  of  their  earn- 
ings measured  by  a  percentage  of  the  profits  was 
credited  to  their  accounts,  charged  on  the  books 
of  the  taxpayer  as  an  accrued  liability,  and  was 
taken  by  appellee  as  a  deduction  in  the  tax  years 
in  question. 

The  reasonableness  of  the  total  amount  of  com- 
pensation credited  to  the  accounts  of  these  two 
employees  has  not  been  questioned. 

The  full  amounts  credited  to  their  accounts  were 
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paid  to  them  in  cash  in  subsequent  years  (Tr.  283 
and  Exh.  31  and  32,  Tr.  648-649). 

Appellee's  tax  return  for  the  calendar  year  1942 
was  filed  March  15,  1943  and  the  return  for  the 
calendar  year  1943  was  filed  March  15,  1944. 

The  revenue  agent,  who  made  the  report  upon 
which  the  deficiency  in  tax  was  assessed  and  paid 
(plaintiff's  Exhibit  ''20"),  knew  about  these  con- 
tracts. Appellant  concedes  that  the  said  report 
was  the  basis  of  the  assessment  of  the  deficiency 
(Br.  p.  4).  The  agent  examined  the  contracts  (Tr. 
602-605-608) ;  he  refers  to  and  comments  upon  them 
in  the  report  (Tr.  461-504).  He  did  not  report  that 
the  compensation  earned  by  the  two  employees  in 
those  tax  years  were  not  proper  deductions  to  be 
accrued  in  those  years  and  no  deficiency  in  tax 
was  determined  and  assessed  by  reason  thereof. 

The  Revenue  Agent  in  I'eality  recognized  that 
the  Mason  and  Petersen  earnings  were  proper  de- 
ductions, because  he  says  in  his  report  (Tr.  608) : 

"It  is  held  that  all  the  profits  of  the  business 
except  for  the  distribution  to  Mason  and  Peter- 
sen, are  taxable  to  Ross  B.  Hammond  in  his 
individual  return." 

He  thus  recognizes  that  the  Mason  and  Petersen 
share  of  the  profits  was  a  proper  deduction  from 
appellee's  profits. 

The  action  for  refund  was  commenced  March 
16,  1946. 
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July  19,  1946  (Tr.  5)  appellant  interposed  an 
answer;  no  set-off  was  interposed.  The  Mason  and 
Petersen  transactions  were  not  referred  to.  On 
October  17,  1947,  (Tr.  7-8)  more  than  three  years 
after  the  filing  of  said  returns  and  17  months  after 
the  commencement  of  the  action  and  15  months 
after  the  answer  was  filed,  appellee  filed  a  motion 
for  leave  to  interpose  the  tendered  set-off  in  which 
it  was  claimed  for  the  first  time  that  appellee  was 
not  entitled  to  take  any  deduction  for  the  com- 
pensation credited  to  the  accounts  of  Mason  and 
Petersen  in  the  tax  years  in  question;  and  it  was 
claimed  that  by  reason  thereof  appellee  became 
liable  for  additional  income  tax  for  those  years 
which  appellant  sought  to  offset  against  plaintiff's 
cause  of  action. 

Neither  the  motion  (Tr.  6)  nor  the  affidavit  of 
Thomas  R.  Winter  submitted  in  support  thereof 
(Tr.  7)  made  any  showing  of  mistake,  inadvertence 
or  excusable  neglect  to  account  for  the  failure  to 
interpose  the  set-off  in  the  original  answer,  and 
made  no  showing  of  due  diligence  to  discover  the 
facts.  It  was  not  alleged  in  the  motion  or  affidavit 
that  the  facts  were  unknown  to  appellant. 

Appellee  interposed  objections  to  the  motion 
as  follows  (Tr.  8) : 

(a)  Failure  to  make  any  showing  of  mistake, 
inadvertence  or  excusable  neglect; 

(b)  Failure  to  make  showing  of  diligence  to 
ascertain  the  facts; 
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(c)  That  the  claim  upon  which  the  alleged  set- 
off was  predicated  was  barred  by  the  Stat- 
ute of  Limitations; 

(d)  The  set-off  introduced  for  the  first  time  an 
entirely  new  cause  of  action  by  appellant 
against  the  appellee. 

The  objections  were  supported  by  the  affidavit 
of  Robert  T.  Jacob  (Tr.  9)  in  which  he  set  forth  the 
chronology  of  the  proceedings;  that  the  claim 
upon  which  the  alleged  set-off  was  predicated,  pre- 
sented a  separate  and  independent  controversy, 
distinct  from  and  unrelated  to  the  transactions 
upon  which  appellee's  cause  of  action  was  predi- 
cated; that  the  Commissioner  never  made  any  de- 
termination of  deficiency  based  upon  the  Mason 
and  Petersen  transactions  and  never  assessed  any 
tax  by  reason  thereof;  that  all  of  the  matters  set 
forth  in  the  amended  answer  were  well  known  to 
appellant  and  to  the  Internal  Revenue  Bureau  as 
early  as  November  6,  1944. 

The  facts  set  forth  in  the  affidavit  of  Mr. 
Jacob  were  not  contradicted. 

After  extended  argument  on  the  motion  and 
the  submission  of  extensive  briefs,  an  order  was 
made  and  entered  on  November  14,  1947  (Tr.  18) 
denying  appellant's  motion  to  interpose  said  set- 
off. 

The  time  to  appeal  from  said  order  expired 
January  14,  1948. 

Appellant  did  not  take  any  appeal  from  the  or- 
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der  denying  his  motion  to  interpose  the  said  set- 
off. 

Upon  the  trial  of  the  action,  notwithstanding 
the  denial  of  the  motion  to  interpose  the  said  set- 
off, appellant  offered  evidence  in  support  thereof. 
Appellee  seasonably  objected  thereto  at  every 
proper  stage  upon  the  grounds  that  the  matter  had 
been  adjudicated  by  the  entry  of  the  aforesaid 
order.  The  court  permitted  the  evidence  to  be  in- 
troduced ''subject  to  objection"  (Tr.  117,  118,  126, 
440,  207). 

Upon  the  conclusion  of  the  trial,  the  court  be- 
low made  findings  of  fact  and  conclusions  of  law 
pertaining  to  the  said  Mason  and  Petersen  trans- 
actions and  all  of  the  proceedings  relating  to  the 
attempt  to  interpose  the  set-off  (Tr.  28-35,  findings 
Nos.  19  to  24  inclusive,  and  conclusions  of  law  No. 
9,  Tr.  page  38).  The  findings  state  that  notwith- 
standing that  the  evidence  was  admitted  "subject 
to  objection",  the  court  reconsidered  all  of  the  ob- 
jections in  the  light  of  the  evidence  and  found 
"upon  the  merits"  that  the  Mason  and  Petersen 
share  of  the  profits  was  properly  accrued  and  taken 
as  deductions  in  the  tax  years  in  question. 

The  present  appeal  from  the  judgment  in  favor 
of  the  appellant  was  taken  June  18, 1948,  long  after 
the  time  for  taking  an  appeal  from  the  aforesaid 
order  had  expired.  The  notice  of  appeal  does  not 
refer  to  the  said  order. 
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1. 

Re:  Sufficiency  of  Assignments  of  Error 

Rule  20(d)  of  this  court  requires  that  appel- 
lant's brief  should  contain: 

"A  specification  of  errors  ....  which  shall 
set  out  separately  and  particularly  each  error 
intended  to  be  urged  ....  the  specification 
shall  state  as  particularly  as  may  be  wherein 
the  findings  of  fact  and  conclusions  of  law  are 
alleged  to  be  erroneous." 

Appellee  submits  that  appellant's  assignment 
of  error  No.  II  (relating  to  the  Mason  and  Petersen 
transaction)  is  insufficient  to  warrant  considera- 
tion of  the  questions  sought  to  be  reviewed. 

The  Mason  and  Petersen  transactions  involve 
the  following  of  independent  questions: 

Is  the  set-off  barred  by  the  Statute  of  Limita- 
tions? 

Can  a  barred  claim  for  tax  liability  be  set  off 
against  a  subsisting  claim  for  refund? 

Did  the  court  below  abuse  its  discretion  in 
denying  appellant's  motion? 

Did  appellant  present  a  sufficient  showing  of 
mistake,  inadvertence  or  excusable  neglect? 

Did  appellant  present  any  showing  of  due  dili- 
gence to  ascertain  the  facts  and  seasonably 
present  the  issue? 

Was  appellant  entitled  to  take  as  a  deduction 
in  the  tax  years  in  question  the  amounts 
credited  to  the  accounts  of  Mason  and  Peter- 
sen as  compensation  for  their  services? 
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The  assignment  of  error  presented  by  appellant 
fails  to  supply  the  particularity  contemplated  by 
the  aforesaid  rule  of  this  court.  The  court  is  in- 
vited 

"To  retry  the  cause  without  indicating  to  us  in 
such  assignments  in  what  respect  or  for  what 
reason  the  findings  or  conclusions  are  claimed 
to  be  in  error." 

(American  Surety  Co.  v.  Fischer  Warehouse 
Co.,  88  Fed.  (2d)  536,  539  (9th  Cir.) 

2. 

Re:  Reviewability  of  the  Order  Denying  the  Motion 

to  Interpose  the  Set-off  Based  on  the  Mason  and 

Petersen  Transactions 

Appellee  contends  that  the  order  denying  leave 
to  interpose  the  set-off  was  a  reviewable  decision. 
This  court  is  now  without  jurisdiction  to  review 
the  same  upon  the  present  appeal  which  was  taken 
long  after  the  time  for  appeal  from  said  order  ex- 
pired. 

Appellant  did  not  by  that  motion  seek  to  amend 
his  answer  to  correct  some  error  affecting  a  de- 
fense which  had  already  been  introduced,  nor  did 
he  attempt  to  introduce  an  additional  affirmative 
defense  to  the  cause  of  action  set  forth  in  the  com- 
plaint. 

The  amended  answer  sought  to  introduce  a 
cause  of  action  against  plaintiff  as  a  set-off  to  the 
cause  of  action  set  forth  in  the  complaint,  based 
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upon  transactions  which  were  independent  of  and 
unrelated  to  the  transactions  which  gave  rise  to 
the  cause  of  action  set  forth  in  the  complaint. 

The  motion  for  leave  to  file  that  set-off  was 
opposed  on  four  grounds  including  the  bar  of  the 
Statute  of  Limitations. 

The  court  entered  an  order  on  November  14, 
1947  denying  the  motion  for  leave  to  interpose 
that  set-off  (Tr.  18-19)  on  all  of  the  grounds  of  ob- 
jection urged  against  it. 

It  is  now  well  settled  that  an  order  of  this  char- 
acter constitutes  a  final  appealable  judgment  with- 
in the  purview  of  title,  28  U.S.C.A.,  225  (Now  28 
U.S.C.A.,  1291) ;  and  that  if  appellant  desired  to 
have  the  same  reviewed,  the  jurisdiction  of  this 
court  should  have  been  invoked  by  an  appeal  there- 
from within  the  time  provided  by  law. 

Rule  54(b),  Federal  Rules  of  Civil  Procedure, 

(prior  to  amendment  effective  March,  1948)  au- 
thorizes the  entry  of  separate  judgments  on  par- 
ticular claims  or  counterclaims  involved  in  a  litiga- 
tion and  provides  that: 

"The  judgment  shall  terminate  the  action  with 
respect  to  the  claim  so  disposed  of  and  the  ac- 
tion shall  proceed  as  to  the  remaining  claims." 

In  In-A-Floor  Safe  Co.,  Limited  v.  Diebold  Safe 
&  Lock  Co.,  91  Fed.  (2d)  341  (9th  Cir.),  this  court 
entertained  an  appeal  from  an  order  denying  a  mo- 
tion for  leave  to  file  a  counterclaim.  Suit  was 
brought  for  patent  infringement.   Defendant  inter- 
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posed  an  answer  contesting  the  validity  of  the 
patent  but  no  counterclaim  was  interposed.  Ten 
months  later  defendant  moved  for  leave  to  file  an 
amended  answer  and  counterclaim.  No  reasons  for 
the  delay  were  given.  The  trial  court  granted  leave 
to  file  the  amended  answer  but  denied  leave  to 
assert  the  counterclaim.   This  court  held: 

"An  order  denying  leave  to  file  a  counter- 
claim praying  an  injunction  is  an  interlocutory 
order  tantamount  to  one  refusing  an  injunc- 
tion, so  is  appealable  under  section  129  of  the 
Judicial  Code  (28  U.S.C.A.  pp.  227).  General 
Electric  Co.  v.  Marvel  Rare  Metals  Co.,  287 
U.S.  430,  433,  53  S.  Ct.  202,  77  L.  Ed.  408. 


"It  does  not  appear  that  the  court  abused 
its  discretion  in  the  instant  case.  The  many 
months'  delay  after  filing  the  answer  is  not 
attempted  to  be  excused.  On  such  a  record  we 
consider  an  appeal  from  an  order  admittedly 
discretionary  as  an  unwarranted  invasion  on 
the  time  and  energy  of  appellee  and  this  court." 

So  an  order  denying  leave  to  interpose  a  set-off 
because  it  is  barred  by  the  Statute  of  Limitations 
is  "tantamount"  to  a  judgment  dismissing  an  ac- 
tion based  on  the  claim  involved  in  the  proposed 
set-off  and  is  likewise  an  appealable  order. 

In  Reeves  v.  Beardall,  316  U.S.  283;  62  Sup.  Ct. 
1085,  an  action  was  brought  to  recover  on  a  note 
and  for  specific  performance  of  a  contract.  The 
District  Court  dismissed  the  latter  count  on  mo- 
tion of  the  defendant.  An  appeal  was  taken  from 
that  determination  although  the  action  was  pend- 
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ing  on  the  first  count  and  the  contention  was  made 
that  the  judgment  was  not  final  and  therefore  not 
appealable.  The  Supreme  Court  of  the  United 
States  held  that  it  was  appealable. 

(Text  of  decision  so  far  as  pertinent,  Appendix, 
page  107.) 

In  Western  Contracting  Corp.  v.  National  Sure- 
ty Corp.,  163  F.  (2d)  456  (4th  Cir.),  the  court  held: 

"Rule  54(b)  of  the  Rules  of  Civil  Procedure,  28 
U.S.C.A.  following  section  723c,  made  a  change 
in  existing  practice  to  the  extent  of  permitting 
final  judgment,  from  which  appeal  may  be 
taken,  to  be  entered  at  any  stage  of  a  proceed- 
ing 'upon  a  determination  of  issues  material 
to  a  particular  claim  and  all  counterclaims 
arising  out  of  the  transaction  or  occurrence 
which  is  the  subject  matter  of  the  claim'." 

A  judgment  need  not  conclude  the  litigation  as 
a  whole  in  order  to  be  final  for  purposes  of  appeal. 

Kasishke  v.  Baker,  144  Fed.  (2d)  384  (10th 

Cir.). 
U.  S.  V.  243  Acres  of  Land,  129  Fed.  (2d) 

678  (2d  Cir.). 
Rubert  Hermanos,  Inc.  v.  People  of  Puerto 

Rico,  118  Fed.  (2d)  752  (1st  Cir.). 

Upon  consideration  of  the  motion,  the  court 
had  to  determine,  among  other  things,  whether  the 
set-off  was  barred  by  the  Statute  of  Limitations. 
If  barred,  the  court  was  required  to  deny  the  mo- 
tion. 

Sunlight  Carbon  Co.  v.  St.  Louis  &  S.  F.  R. 
Co.,  15  Fed.  (2d)  802  (8th  Cir.). 
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Union  Pacific   Railroad   Co.   v.   Wyler,   158 

U.S.  285;  15  Sup.  Ct.  877. 
37  C.J.  1082,  Sec.  522. 
37  C.J.  1074,  Sec.  511. 
Brown  v.  New  York  Life  Ins.  Co.,  32  Fed. 

Supp.  443  (citing  numerous  cases). 
Hartman  v.  Time,  64  Fed.  Supp.  671,  680. 

The  court  below  made  the  determination,  among 
other  things,  that  the  set-off  was  barred  by  the 
Statute  of  Limitations  and  entered  an  order  deny- 
ing the  motion.  This  was  a  final  determination  that 
the  appellant  was  not  entitled  to  any  relief  upon 
the  cause  of  action  on  which  the  set-off  was  based. 
The  order  denying  the  motion  operated  with  the 
same  force  and  effect  as  if  the  counterclaim  had 
been  interposed  in  the  first  instance  and  had  been 
determined  adversely  to  the  appellant  after  a  trial 
of  the  issues.   It  put  an  end  to  that  litigation. 

Being  a  ''final  determination"  the  order  was 
appealable.  Since  no  appeal  was  taken  from  the 
* 'determination"  within  the  time  provided  by  law, 
this  court  is  now  without  jurisdiction  to  review 
that  determination  or  the  issues  involved  in  the 
tendered  set-off. 

3. 

The  Court  Below  Did  Not  Abuse  Its  Discretion  in 
Making  the  Order  Denying  the  Said  Motion 

1. 

An  order  denying  a  motion  for  leave  to  file  an 
amended  pleading  interposing  a  new  cause  of  action 
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or  set-off  is  discretionary,  and  it  is  now  settled  be- 
yond question  that  such  an  order  is  not  reviewable 
except  for  abuse  of  discretion. 

Appellant  asserts  (Br.  pp.  27  and  28)  that  the 
court  below  abused  its  discretion  in  denying  said 
motion  (although  there  is  no  such  assignment  of 
error),  but  does  not  demonstrate  such  abuse.  In 
this  court  the  burden  is  on  appellant  to  do  so. 

The  appellant  did  not  make  any  showing  of  mis- 
take, surprise  or  excusable  neglect  in  support  of 
the  motion  to  account  for  the  failure  to  set  up  the 
set-off  in  the  original  pleading  or  due  diligence  to 
ascertain  the  facts  so  that  he  could  seasonably  in- 
terpose that  set-off.  The  motion  was  made  17 
months  after  the  commencement  of  the  action  and 
15  months  after  the  filing  of  the  original  answer. 

In  opposition  of  the  motion,  appellee  made  an 
extensive  showing  of  the  history  of  the  transac- 
tions involved  and  of  the  proceedings  that  pre- 
ceeded  the  making  of  the  motion  (See  Affidavit 
of  Robert  T.  Jacob,  Tr.  pp.  9  to  15).  The  affidavit 
established  that  the  Revenue  Agent  knew  all  about 
the  Mason  and  Petersen  transactions  and  the  con- 
tracts from  which  they  arose  (Tr.  12-13).  The 
allegations  of  this  affidavit  were  not  denied. 

Upon  that  record  it  was  the  duty  of  the  court 
below  to  deny  the  motion.  Indeed  it  would  have 
been  an  abuse  of  discretion  to  graint  it  upon  that 
record. 
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There  can  be  no  abuse  of  discretion  in  denying 
a  motion  to  file  an  amended  pleading  (especially 
where  it  seeks  to  interpose  a  new  counterclaim) 
when  the  moving  party  fails  to  make  any  showing 
of  inadvertence,  excusable  neglect,  mistake  or  due 
diligence. 

Frank  Adams  Electric  Co.  v.  Westinghouse 

Electric  Co.,  146  Fed.  (2d)  165  (8th  Cir.) ; 

Appendix  p.  109. 
Hancock  Oil  Co.  v.  Universal  Oil  Products 

Co.,  120  Fed.   (2d)   959,  961   (9th  Cir.); 

Appendix  p.  110. 
Du  Pont  V.  United  States,  28  Fed.  Supp.  122- 

126;  Appendix  p.  108. 
Routzahn  v.  Brown,  95  Fed.  (2d)  766  (6th 

Cir.) ;  Appendix  p.  109. 

We  submit  that  under  the  circumstances  de- 
scribed in  Mr.  Jacob's  affidavit  (leaving  aside  for 
the  moment  the  application  of  the  Statute  of  Limi- 
tations) ,  the  court  was  fully  justified  in  denying  the 
motion  for  leave  to  file  the  amended  answer.  There 
was  no  abuse  of  discretion  under  the  facts  in  this 
case. 

There  certainly  can  be  no  abuse  of  discretion  in 
denying  leave  to  interpose  a  barred  claim. 

In  Stafford  et  ux.  v.  Roadway  Transit  Co.,  165 
Fed.  (2d)  920  (3rd  Cir.): 

''Rather  we  conclude  that  the  allowance  of  the 
amendment  was  error  because  it  introduced 
into  the  complaint  a  new  cause  of  action  which 
was  at  the  time  barred  by  the  statute  of  limi- 
tations." 
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In  Stephens  v.  Reed,  121  Fed.  (2d)  696  (3rd 
Cir.),  the  court  held: 

"There  can  be  no  abuse  when  what  is  refused 
would  avail  the  offeror  nothing  if  allowed.  See 
Wilson  V.  Lamberton,  et  al.,  3  Cir.,  102  F.  2d 
506,  507," 

4. 

The  Set-off  Sought  to  Be  Interposed  Was  Barred 

by  the  Statute  of  Limitations.   It  Was  Not  Error 

to  Deny  the  Motion  to  Interpose  That  Set-off. 

Section  26  U.S.C.A.  275a  (Appendix  p.  101), 
provides  that  income  tax  "shall"  be  assessed  within 
three  years  after  the  filing  of  the  return  and  con- 
tains the  mandatory  provision  that: 

"No  proceeding  in  court  without  assessment  for 
the  collection  of  such  taxes  shall  be  begun 
after  the  expiration  of  such  period." 

No  assessment  was  ever  made  for  the  taxes 
claimed  by  the  tendered  set-off  based  upon  the 
Mason  and  Petersen  transactions. 

Subdivision  (c)  of  Section  275  (Appendix  p. 
101)  provides  that  if  there  is  an  omission  of  "gross 
income"  in  excess  of  25%  of  the  amount  stated  in 
the  return,  then  the  limitation  shall  be  five  years. 

This  exception  does  not  apply  to  the  case  at  bar 
because  it  does  not  involve  the  omission  of  "gross 
income"  (Sec.  22).  It  involves  the  question  of  "de- 
ductions" (Sec.  23). 
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26  U.S.C.A.,  Sees.  3770-3775  (Appendix  pp.  101- 
102)  (formerly  Sees.  607-609  Revenue  Act  of  1928) 
prohibit  the  application  of  a  barred  tax  liability 
against  a  subsisting  claim  for  refund  and  prohibit 
the  application  of  a  barred  claim  for  refund  against 
a  subsisting  tax  liability.  They  also  provide  that 
any  credit  of  a  barred  tax  liability  against  a  claim 
for  refund  shall  "be  considered  an  overpayment". 

The  returns  for  the  taxable  years  1942  and 
1943  were  filed  March  15,  1943  and  March  15,  1944. 

The  three  year  limitation  fixed  by  Section  275 
expired  March  15,  1946  and  March  15,  1947. 

No  deficiency  was  determined  or  tax  assessed 
by  the  Commissioner  within  that  period  or  at  all 
upon  the  claim  sought  to  be  interposed  as  a  set-off. 

The  motion  for  leave  to  interpose  the  set-off, 
based  on  the  claim  arising  out  of  the  Mason  and 
Petersen  transactions,  was  filed  October  17,  1947 
(Tr.  6,  7),  which  was  after  the  last  expiration  date 
and  the  claim  was  therefore  barred. 

It  is  uniformly  held  that  Sections  3770  to  3775 
of  the  Internal  Revenue  Act  preclude  the  crediting 
of  a  barred  tax  liability  against  a  subsisting  claim 
for  refund,  and  preclude  the  crediting  of  a  barred 
claim  for  refund  against  a  subsisting  tax  liability, 
in  cases  involving  tax  years  subsequent  to  the  en- 
actment of  said  statutes. 

McEachern  v.  Rose,  302  U.S.  56;  58  Sup.  Ct. 

84;  Appendix  p.  128. 
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Rothensies  v.  Electric  Storage  Battery  Co., 
329  U.S.  296;  67  Sup.  Ct.  271;  Appendix 
p.  130. 

American  Light  and  Traction  Co.  v.  Har- 
rison, 142  Fed.  (2d)  639  (7th  Cir.);  Ap- 
pendix p.  131. 

Lyeth  v.  Hoey,  112  Fed.  (2d)  4  (2d  Cir.); 
Appendix  p.  134. 

Grand  Central  Public  Market  v.  U.  S.,  22 
Fed.  Supp.  119-131;  Appendix  p.  133. 

West  Virginia  Pulp  and  Paper  Co.  v.  Mc- 
Elligott,  40  Fed.  Supp.  765-771;  Appendix 
p.  135. 

Penn  v.  Robertson,  29  Fed.  Supp.  386-388; 
Appendix  p.  136. 

Rotenberg  v.  Sheehan,  48  Fed.  Supp.  584- 
587;  Appendix  p.  134. 

Hall  V.  U.  S.,  43  Fed.  Supp.  130-134  (Court 
of  Claims  cert.  den.  62  Sup.  Ct.  944); 
Appendix  p.  135. 

Mertens  Law  of  Federal  Income  Taxation, 
Vol.  10,  p.  325,  Sec.  58.37. 

Ronald  Press  Co.  v.  Shea,  27  Fed.  Supp.  857- 
863;  affirmed  114  Fed.  (2d)  453;  Ap- 
pendix p.  127. 

The  only  case  cited  by  appellant  to  overcome 
the  bar  of  the  Statute  of  Limitations  is  Lewis  v. 
Reynolds,  284  U.S.  281;  52  Sup.  Ct.  145.  That  case 
has  no  application  because  it  involved  the  tax  year 
1920  which  preceded  the  enactment  of  what  are 
now  Sections  3770-3775  of  the  Internal  Revenue 
Code. 

In  a  number  of  the  cases  referred  to  above,  the 
courts  distinguished  those  cases  from  those  that 
involved  tax  years  preceding  the  1928  amendment 
of  the  Internal  Revenue  Code  which  enacted  what 
is  now  Sections  3770-3775. 
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In  the  McEachern  case,  plaintiff  sued  to  recover 
a  refund  and  defendant  interposed  the  set-off  based 
upon  the  tax  liability  barred  by  the  Statute  of 
Limitations.  The  Government  relied  in  that  case 
upon  the  case  of  Lewis  v.  Reynolds. 

The  Supreme  Court  of  the  United  States  said: 

"We  may  assume  that,  in  the  circumstances, 
equitable  principles  would  preclude  recovery 
in  the  absence  of  any  statutory  provision  re- 
quiring a  different  result.  But  Congress  has 
set  limits  to  the  extent  to  which  courts  might 
otherwise  go  in  curtailing  a  recovery  of  over- 
payments of  taxes  because  of  the  taxpayer's 
failure  to  pay  other  taxes  which  might  have 
been  but  were  not  assessed  against  him."  (Em- 
phasis supplied) 

Section  3770  (a)  (2)  (Appendix  p.  101)  de- 
clares that  any  payment  of  a  tax  after  expiration 
of  the  period  of  limitation,  shall  be  "considered  an 
overpayment"  and  directs  that  it  be  credited  or 
refunded  to  the  taxpayer  if  claim  therefor  is  filed 
within  the  period  of  limitation  for  filing  such 
claim.  Section  3775  (a)  (Appendix  p.  102)  pro- 
vides that  any  credit  against  the  liability  in  respect 
of  any  taxable  year  "shall  be  void"  if  any  payment 
in  respect  of  such  liability  would  be  considered  an 
overpayment  under  Sec.  3770  (a)  (2).  These  pro- 
visions preclude  the  Government  from  taking  any 
benefit  from  the  taxpayer's  overpayment  by  credit- 
ing it  against  an  unpaid  tax  the  collection  of  which 
has  been  barred  by  limitation. 

In  the  American  Light  and  Traction  Co.  case, 
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the  court  held  that  the  provisions  of  Sec.  3770-3775 
"can  not  be  ignored",  and  that  they  preclude  the 
application  of  the  principle  laid  down  in  the  Lewis 
case. 

In  the  Rothensies  case,  the  situation  was  re- 
versed. There  the  taxpayer  sought  to  set  off  a 
barred  claim  for  refund  against  a  subsisting  tax 
liability.  The  Government  took  the  position  which 
is  the  converse  of  the  position  which  it  now  takes. 
It  asserted  the  bar  of  the  Statute  of  Limitations 
and  the  Supreme  Court  sustained  the  Government 
saying: 

"We  can  not  approve  such  encroachments  on 
the  policy  of  the  statute  out  of  consideration 
for  a  taxpayer  who  for  many  years  failed  to 
file  or  prosecute  its  refund  claim.  If  there  are 
to  be  exceptions  to  the  Statute  of  Limitations, 
it  is  for  Congress  rather  than  for  the  Courts 
to  create  and  limit  them." 

In  the  Lyeth  case  the  Government  sought  to  set 

off  a  barred  tax  liability  against  a  subsisting  claim 

for  refund  and  relied  upon  the  Lewis  case.    The 

court  held: 

"Sec.  609(a)  (now  3775)  prevents  the  Govern- 
ment from  crediting  barred  taxes  upon  the 
claim  of  a  taxpayer  for  overpayment  of  any 
tax  and  Sec.  609(b)  (now  3775)  in  like  manner 
protects  the  Government  against  a  credit  of  a 
claim  for  barred  taxes  of  any  kind." 

In  the  West  Virginia  Pulp  and  Paper  Co.  case, 

the  court  pointed  out  that  the  sections  which  are 
now  3770-3775  of  the  Internal  Revenue  Code  were 
enacted: 
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"to  stimulate  voluntary  payment  of  taxes  by 
giving  the  taxpayer  an  immediate  refund  right 
free  from  the  danger  that  it  will  be  credited 
against  a  stale  deficiency."  (Emphasis  sup- 
plied) 

In  the  Hall  case  the  Government  contended  that 
the  taxpayer  could  not  set  off  a  barred  claim  for 
refund  against  subsisting  tax  liabilities.  In  sus- 
taining the  Government's  position  (which  is  the 
same  as  we  take  in  the  case  at  bar)  the  Court  of 
Claims  said: 

"To  permit  recovery  by  way  of  recoupment  un- 
der the  facts  as  disclosed  by  the  record  would 
be  tantamount  to  judicial  repeal  of  the  statu- 
tory limitation  provisions  (referring  to  Sees. 
3770-3775)  enacted  by  the  Congress." 

The  law  is  the  same  whether  the  claim  for  re- 
fund and  the  tax  liability  sought  to  be  offset  arose 
in  different  years  or  in  the  same  tax  year.  (Konald 
Press  Co.  v.  Shea,  Appendix  p.  127.) 

The  prohibition  against  allowing  the  set-off  of 
one  against  the  other  contained  in  Sees.  3770-3775 
of  the  Internal  Revenue  Code,  is  made  applicable 
to  "any"  tax  and  "any  credit"  and  "any  taxable 
year". 

The  acts  are  not  limited  to  taxes  or  credits  for 
a  preceding  or  subsequent  year.  The  comprehen- 
sive word  "any"  is  used  throughout,  which,  of 
course,  relates  to  the  same  year  with  the  same 
force  and  effect  as  it  does  to  a  prior  or  subsequent 
year. 
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To  limit  the  application  of  those  statutes  to 
prior  or  subsequent  years  would  be  equivalent  to 
amendment  of  the  statute. 

The  case  of  Niles  Bement  Pond  Co.  v.  United 
States,  281  U.S.  357;  50  Sup.  Ct.  251,  is  cited  by 
appellant  in  support  of  the  proposition  that  "the 
burden  rests  upon  the  taxpayer  to  prove  all  the 
facts  necessary  to  establish  the  irregularity  of  the 
collection".  That  case  did  not  involve  the  question 
of  any  attempted  set-off  against  the  claim  for  re- 
fund. The  case  only  involved  the  plaintiff's  own 
cause  of  action.  No  attempt  was  made  in  that  case 
to  wipe  out  or  minimize  the  recovery  by  off-setting 
another  claimed  tax  liability. 

In  the  case  at  bar  the  present  controversy  in- 
volves the  attempted  assertion  of  a  set-off  based 
upon  an  alleged  tax  liability  which  was  never  as- 
sessed against  the  taxpayer  and  as  to  which  there 
is  no  presumption  of  correctness.  As  to  that  at- 
tempted set-off,  the  defendant  had  the  burden  of 
pleading  and  proving  the  facts  establishing  the 
same.  This  was  recognized  by  the  appellant  by  the 
very  fact  that  he  attempted  to  interpose  an  amend- 
ed answer  setting  up  the  set-off. 

It  is  now  settled  beyond  question  that  it  is  not 
error  to  deny  a  motion  to  interpose  an  amended 
pleading  to  set  up  a  claim  barred  by  the  Statute  of 
Limitations. 

In  Sunlight  Carbon  Co.  v.  St.  Louis  &  S.  F.  R. 
Co.,  15  Fed.  (2d)  802  (8th  Cir.),  the  court  held: 
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The  amendment,  had  it  been  allowed,  would 
have  amounted  to  the  bringing  of  an  original 
suit  against  the  defendant  as  of  that  date. 
But  at  that  time  the  cause  of  action  stated 
therein  was  barred  by  the  Statute  of  Limita- 
tions of  the  state. 


"Since  the  proposed  amendment  stated  a  new 
cause  of  action  that  was  barred  by  the  Statute 
of  Limitations,  the  trial  court  did  not  err  in 
refusing  to  allow  the  amendment  to  be  filed." 

In  Stephens  v.  Reed,  121  Fed.  (2d)  696-699  (3rd 
Cir.),  the  denial  of  a  motion  for  leave  to  amend  a 
pleading  was  assigned  as  error,  the  court  held: 

"There  can  be  no  abuse  when  what  is  refused 
would  avail  the  offeror  nothing  if  allowed.  See 

Wilson  V.  Lamberton,  et  al.,  3  Cir.,  102  F.  2d 
506,  507." 

It  is  well  settled  that  a  new  claim  interposed 
by  an  amended  pleading  based  upon  a  transaction, 
distinct  from  the  transaction  which  is  the  subject 
of  the  former  pleading,  amounts  to  the  commence- 
ment of  a  new  action  as  of  the  date  when  the 
amended  pleading  is  tendered.  It  does  not  relate 
back  to  the  date  of  the  original  pleading  under 
Rule  15  (c)  F.  R.  C.  P. 

Ronald  Press  Co.  v.  Shea,  27  Fed.  Supp.  857- 
863  (affirmed  114  Fed.  (2d)  453). 

Sunlight  Carbon  Co.  v.  St.  Louis  &  S.  F.  R. 
Co.,  15  Fed.  (2d)  802  (8th  Cir.). 

Hammond-Knowlton  v.  U.  S.,  121  Fed.  (2d) 
192  (2d  Cir.). 

Hartman  v.  Time,  64  Fed.  Supp.  671-680. 
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Brown  v.  New  York  Life  Ins.  Co.,  32  Fed. 

Supp.  443-444. 
37  C.J.,  p.  1082,  Sec.  522. 
37  C.J.,  p.  1074,  Sec.  511. 

The  claim  sought  to  be  set  off  by  appellant  in 
the  proposed  amended  answer  was  separate  and 
distinct  from  the  transaction  involved  in  appellee's 
cause  of  action,  set  forth  in  the  complaint. 

The  original  answer  contained  no  counterclaim 
or  set-off  at  all.  There  was  no  set-off  to  be 
amended. 

The  tax  which  was  assessed  against  appellee 
and  paid  by  him  and  which  is  the  subject  matter 
of  the  appellee's  cause  of  action  resulted  from: 

(a)  An  attack  (now  abandoned)  upon  the  part- 
nership between  appellee  and  his  son,  Wil- 
liam. 

(b)  The  contention  that  appellee  should  have 
maintained  his  books  of  account  and  re- 
ported income  on  the  "percentage  of  com- 
pletion" basis  instead  of  the  * 'accrual 
basis". 

The  Mason  and  Petersen  transactions  were  not 
involved  in  the  assessment  of  the  tax  which  is  the 
subject  matter  of  the  appellee's  cause  of  action. 

The  set-off  sought  to  be  interposed  involves 
only  the  interpretation  of  the  contracts  between 
Mason  and  Petersen  and  the  appellee  to  determine 
whether  appellee  properly  took  as  deductions  the 
amounts  credited  on  the  books  to  Mason  and  Peter- 
sen for  services  rendered  in  the  tax  years  in  ques- 
tion. 
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Since  the  tendered  set-off  is  unrelated  to  the 
appellee's  cause  of  action  and  introduced  a  new  set- 
off or  cause  of  action  against  appellee,  the  Statute 
of  Limitations  ran  against  that  set-off  until  it  was 
tendered  and  does  not  relate  back  to  the  time  of 
the  commencement  of  the  action  or  the  time  of  the 
filing  of  the  original  answer  under  Rule  15  (c) 
F.  R.  C.  P. 

5. 
The  Finding  of  Fact  of  the  Court  Below  That  the 
Appellee  Properly  Took  as  a  Deduction  in  the  Tax 
Years  in  Question  the  Amounts  Credited  to  the 
Accounts  of  Mason  and  Petersen  Is  Sustained  by 
the  Uncontradicted  Evidence  and  the  Conclusion 
Based  Thereon  Is  Sound  as  a  Matter  of  Law. 

The  contracts  are  set  forth  in  full  in  the  find- 
ings of  fact  (Tr.  28-32).  The  court  below  made 
findings  of  fact  (Tr.  32  and  33)  that  the  share  of 
the  profits  credited  to  their  accounts  were  "earned" 
by  said  Mason  and  Petersen  in  the  tax  years  in 
question  and  accrued  on  the  books  of  the  company 
in  those  tax  years ;  that  the  contracts  were  made  in 
good  faith;  that  the  profits  so  accrued  to  them 
''were  proper  deductions  in  the  said  tax  years  as 
expense,  and  that  the  said  profits  were  subsequent- 
ly paid  to  them  in  cash". 

These  findings  of  fact  are  not  challenged  by 
any  assignment  of  error  or  in  the  brief.  They  are 
fully    supported   by   the   evidence.     The   Revenue 
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Agent  did  not  in  his  report  (plaintiff's  Exhibit 
"20")  reject  these  accruals,  and  no  evidence  was 
introduced  to  explain  why  it  was  improper  to  take 
the  deductions. 

Plaintiff's  Exhibits  "31"  and  "32"  (Tr.  648-9) 
are  the  ledger  accounts  of  Petersen  and  Mason  and 
show  that  their  share  of  the  profits  was  credited 
to  their  accounts  in  the  tax  years  in  question  and 
show  the  dates  when  payments  were  made  thereon. 

Appellant  argues  that  Mason  and  Petersen  did 
not  "constructively  receive"  the  income  credited 
to  their  accounts  and  accrued  as  liabilities  in  the 
tax  years  in  question. 

The  question  of  "constructive  receipt"  is  not 
involved  in  this  case.  The  fiction  of  "constructive 
receipt"  is  indulged  in  when  accounts  are  main- 
tained on  the  "cash  basis". 

It  is  designed  to  prevent  tax  evasion  by  failing 
or  refusing  to  receive  income  when  it  can  be  re- 
ceived as  a  matter  of  right  to  postpone  the  tax 
thereon  to  a  later  tax  year. 

The  fiction  of  "constructive  receipt"  has  no 
place  in  an  accrual  method  of  accounting  because 
the  accrual  method  deals  only  with  "accounts  re- 
ceivable" and  "accounts  payable"  and  not  with 
"actual"  or  "constructive"  receipts.  It  "ignores 
due  dates". 

It  is  argued  that  Mason  and  Petersen  did  not 
have  an  unrestricted  right  in  the  tax  years  involved 
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to  demand  payment  of  the  amounts  credited  to 
their  accounts.  That  is  wholly  irrelevant.  We  are 
not  concerned  with  the  question  when  payment  was 
due.  We  are  only  concerned  with  the  question  when 
appellee's  "obligation  to  pay"  accrued. 

Under  the  accrual  system  if  a  fixed  liability  is 
created  in  a  given  year,  it  must  be  accrued  in  that 
year  regardless  of  the  time  when  the  liability  is  to 
be  paid. 

Appellant  also  points  out  that  Mason  and  Peter- 
sen did  not  report  the  income  in  the  tax  years  in 
which  appellee  accrued  the  liability  on  his  books. 
That,  too,  is  irrelevant  because  it  appears  from  the 
record  that  Mason  and  Petersen  did  not  report  in- 
come on  the  accrual  basis.  They  were  on  the  cash 
basis  (Exh.  26,  Tr.  621-623,  and  Exh.  27,  Tr.  627- 
630)  and  were  therefore  required  to  report  their 
income  when  received  by  them  and  not  when  it  was 
earned  and  accrued  on  the  books  of  the  taxpayer. 

Mr.  Williams,  the  revenue  agent,  examined  the 
Mason  and  Petersen  agreements  and  knew  of  the 
deductions.  He  did  not  give  any  testimony  as  to 
why  it  was  improper  to  deduct  the  amounts  cred- 
ited to  the  account  of  Mason  and  Petersen  as  ex- 
pense of  the  operations  in  the  years  in  which  the 
deductions  were  made. 

The  appellant  contends  that  the  liability  to 
Mason  and  Petersen  at  the  end  of  each  year  was 
contingent  and  therefore  not  properly  accrued  as 
expense.   The  argument  seems  to  be  that  because 
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Mason  and  Petersen  contracted  to  ''permit"  a  part 
of  their  earnings  to  be  utilized  by  appellant  to 
finance  the  operations  of  the  business,  that  the 
amount  of  profit  earned  could  not  be  accrued  in 
the  years  in  which  they  were  earned  and  credited 
to  their  accounts,  but  should  have  been  credited  to 
their  accounts  and  taken  as  deductions  in  the  year 
when  paid. 

Section  1  of  the  contract  (Tr.  29),  which  per- 
mitted a  portion  of  Mason  and  Petersen's  compen- 
sation to  remain  unpaid  and  to  be  utilized  by  ap- 
pellee in  the  business,  did  not  make  contingent  the 
liability  of  appellee  to  Mason  and  Petersen.  The 
liabilities  became  fixed  and  complete  at  the  end  of 
"each  calendar  year".  Nothing  except  payment 
could  thereafter  affect  that  liability.  Each  year 
was  a  distinct  unit  for  the  purpose  of  determining 
the  earnings  for  that  year,  and  the  result  of  sub- 
sequent years'  operations  could  not  diminish  the 
liability  created  in  the  preceding  year  or  years. 

The  time  for  payment  could  be  matured  by  the 
employee  by  giving  one  year's  written  notice  of 
intention  to  withdraw  "the  earnings  accumulated 
to  his  account"  (Tr.  30). 

Section  3  provides  that  if  the  withdrawals  dur- 
ing any  calendar  year  exceed  the  percentage  of 
profits  to  which  the  employee  is  entitled  during 
such  calendar  year,  the  difference  "shall  be  charged 
against  any  monies  which  have  accrued  to  the  ac- 
count" of  the  employee  and  "the  amount  of  money 
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owing  the  second  party   (employee)   by  the  first 
party  (employer)  shall  be  reduced  by  this  amount". 

This  is  the  provision  which  appellant  claims 
renders  the  compensation  contingent. 

Appellant  obviously  misconstrues  this  provision. 
The  provision  for  charging  the  employee's  account 
with  overdrafts  in  a  succeeding  year  merely  op- 
erates as  payment  pro  tanto  of  the  liability  there- 
tofore created  to  the  extent  of  such  overdraft  in 
the  subsequent  year. 

The  transaction  was  in  effect  a  loan  or  exten- 
tion  of  credit  by  the  employees  to  their  employer. 
They  were  his  bankers  to  the  extent  of  the  unpaid 
portion  of  their  earnings.  The  liability  once  created 
became  fixed  and  was  not  subject  to  any  conditions. 

That  liability  could,  of  course,  be  reduced  or 
satisfied  by  subsequent  withdrawals  by  the  em- 
ployee in  excess  of  the  amount  to  which  he  was 
entitled.  But  that  merely  results  in  payment  and 
nothing  more. 

In  Lamm  Lumber  Co.  v.  Commissioner  of  In- 
ternal Revenue,  45  B.T.A.  1-9,  the  taxpayer  cor- 
poration fixed  the  salary  of  W.  E.  Lamm  at  $24,- 
000.00  a  year.  Because  of  financial  difficulties  the 
affairs  of  the  corporation  were  placed  in  the  hands 
Of  a  bank  with  the  right  to  control  operations  in- 
cluding the  amount  of  salary  to  be  disbursed.  The 
bank  limited  Lamm's  withdrawals  to  $10,000.00  a 
year.  The  balance  of  the  annual  salary  was  credited 
to  Lamm's  account  and  carried  on  the  books  of  the 
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company  as  an  account  payable.  The  corporation 
was  on  the  accrual  basis  and  took  as  a  deduction 
in  each  year  the  full  amount  of  $24,000.00.  The 
Commissioner  disallowed  the  deduction  in  excess 
of  the  $10,000.00  paid  annually,  claiming  that  the 
balance  was  not  properly  accruable.  The  court 
held: 

"The  liability  of  petitioner  for  the  salary  ac- 
crued is  established  by  the  directors'  action  in 
1926.  The  accrued  but  unpaid  salary  was  and 
is  carried  as  an  account  payable  to  Lamm,  who 
testified  that  the  indebtedness  had  not  been 
forgiven  and  that  he  expected  to  collect  the 
same.  Delay  in  payment  can  not  defeat  the 
accrual  where  all  events  had  happened  which 
fixed  the  liability.  The  personal  services  were 
rendered  by  Lamm  in  1936  and  the  liability 
accrued  in  that  year.  We  are  of  the  opinion 
that  the  accrual  herein  was  proper  and  that 
the  deduction  of  $24,000  should  be  allowed." 

In  Tyler  v.  Hippach,  Inc.,  6  B.T.A.  636,  the  court 

held: 

"The  amount  of  such  compensation  was  defi- 
nitely calculable  and  was  a  fixed  and  legal  ob- 
ligation. It  was  an  obligation  related  directly 
and  solely  to  the  business  of  the  particular 
year  for  which  the  compensation  was  con- 
tracted to  be  paid." 

Sec.  3  of  the  contract  does  not  render  the  ob- 
ligation contingent  because  the  employees  were 
not  to  be  charged  with  any  losses  that  might 
be  sustained  in  subsequent  years.  They  were 
chargeable  only  with  overdrafts  beyond  the  amount 
that  they  would  be  entitled  to  receive  in  subse- 
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quent  years.  If  the  employers  sustained  losses 
in  subsequent  years  it  would  only  result  in  the  em- 
ployees receiving  no  compensation  for  their  serv- 
ices in  the  subsequent  years.  But  such  losses  would 
not  affect  the  liability  of  the  employer  to  the  em- 
ployees for  the  compensation  earned  in  preceding 
years.  If  in  a  subsequent  year  the  employees  did 
not  become  entitled  to  any  compensation,  any 
monies  that  they  received  in  the  subsequent  years 
would  be  an  overdraft  which,  even  in  the  absence 
of  a  contractual  provision,  could  be  offset  against 
the  employer's  liability  to  them.  Since  the  opera- 
tions in  subsequent  years  could  not  affect  the  lia- 
bilities accrued  in  prior  years,  there  is  no  basis  for 
the  contention  that  the  liability  was  contingent. 

Not  a  single  case  is  cited  in  which  a  provision 
similar  to  the  one  contained  in  paragraph  3  of  the 
contracts  is  to  be  deemed  a  contingency  affecting 
liability  within  the  meaning  of  the  Internal  Rev- 
enue Code.  None  of  the  cases  cited  on  page  25  of 
appellant's  brief  lends  any  support  to  such  an  idea. 

It  is  true  that  under  the  contract  Mason  and 
Petersen  did  not  have  the  right  to  demand  payment 
in  full  in  the  calendar  year  in  which  the  amount  of 
their  share  of  the  profits  was  accrued.  That  is 
not  the  test  of  accruability.  The  liability  was  com- 
plete in  the  tax  year  in  question.  They  rendered 
the  services  for  which  the  compensation  was  fixed 
in  the  tax  years  in  question.  The  liability  was  not 
made  to  depend  upon  the  occurrence  of  some  con- 
tingency. Only  the  time  of  payment  was  postponed. 
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It  is  the  very  essence  of  the  accrual  method  of  ac- 
counting that  it  takes  no  account  of  the  due  date. 
(Willoughby  v.  Commissioner,  125  Fed.  (2d)  607.) 

It  concerns  itself  only  with  the  accrual  of  the  lia- 
bility. 

It  is  not  true  as  asserted  by  appellant  (Brief, 
p.  25)  that  the  amounts  credited  to  the  accounts  of 
Mason  and  Petersen  were  "plowed  back  into  the 
business"  and  were  "not  definite  obligations  of  the 
taxpayer".  While  the  contract  permitted  the  tax- 
payer to  use  the  unpaid  portion  of  the  compensa- 
tion in  his  business,  the  contract  does  not  con- 
template that  the  liability  to  Mason  and  Petersen 
was  to  be  jeopardized  by  the  use  of  the  money  in 
the  business.  It  was  not  stipulated  that  in  the 
event  that  the  money  was  used  in  the  business  and 
losses  resulted,  the  obligation  should  be  reduced  or 
wiped  out  to  the  extent  of  such  loss.  The  taxpayer 
was  not  to  speculate  with  such  funds  at  the  risk 
of  the  employees.  He  was  merely  permitted  to  use 
those  funds  in  his  business  to  the  same  extent  as 
he  would  be  authorized  to  use  money  which  he 
borrowed  from  a  bank  for  use  in  his  business.  The 
liability  to  the  bank  would  not  be  affected  by  the 
fact  that  the  bank  knew  or  agreed  that  the  moneys 
loaned  were  to  be  used  in  the  business  of  the  bor- 
rower. The  obligation  to  pay  would  be  unaffected, 
and  therefore  the  permission  to  use  the  retained 
portion  of  the  compensation  in  the  business  of  the 
taxpayer  did  not  render  the  obligation  "con- 
tingent". 
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It  is  not  true,  as  asserted  in  appellant's  brief 
(p.  26)  that  the  employee's  additional  compensa- 
tion was  faced  with  **two  contingencies — his  re- 
maining in  the  business  and  the  continued  success 
of  the  business".  The  former  provision,  ''remaining 
in  the  business,"  does  not  create  a  contingency.  It 
gave  the  employee  the  absolute  right  to  fix  the 
date  of  payment.  The  employee  had  the  right  to 
fix  the  date  of  payment  by  giving  the  required  no- 
tice, and  the  employer  had  the  right  to  fix  the  date 
of  payment  by  giving  the  required  notice.  A  pro- 
vision which  merely  creates  an  absolute  right  to 
fix  a  date  of  payment  cannot  be,  and  is  not,  a  con- 
tingency affecting  the  liability.  No  authority  is 
cited  in  support  of  that  contention. 

As  to  the  second  alleged  contingency,  ''contin- 
ued success  of  the  business,"  we  have  already 
demonstrated  that  the  liability  is  unaffected  by 
profit  or  loss  in  succeeding  calendar  years,  because 
the  employee  is  not  required  to  contribute  any  part 
of  the  losses  sustained  by  the  taxpayer  in  a  subse- 
quent calendar  year. 

There  is  no  presumption  of  correctness  in  favor 
of  appellant  with  respect  to  this  issue.  No  deter- 
mination of  any  deficiency  in  tax  was  made  by  the 
Commissioner,  and  no  tax  was  assessed  by  reason 
of  the  Mason  and  Petersen  transactions.  The  bur- 
den of  proof  that  the  deductions  referred  to  were 
not  properly  taken  in  the  tax  years  in  question 
was  upon  the  appellant  (assuming  it  was  properly 
an  issue  in  the  case).    There  is  not  a  scintilla  of 
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evidence  in  the  record  that  would  sustain  a  finding 
of  fact  that  the  deductions  were  improperly  taken. 

Indeed,  it  can  with  propriety  be  urged  that 
there  is  a  presumption  of  correctness  in  favor  of 
the  appellee  upon  this  issue  because  the  Commis- 
sioner actually  made  a  determination  of  the  tax 
liability  for  the  tax  year  in  question.  He  assessed 
a  deficiency  in  tax  upon  the  partnership  issue  and 
the  method  of  accounting  issue,  but  made  no  de- 
termination adverse  to  the  taxpayer  based  upon 
the  Mason  and  Petersen  transactions,  although  the 
Commissioner  was  aware  of  the  facts  pertaining 
to  said  transactions,  and  they  had  been  fully  ex- 
amined into  as  disclosed  by  the  revenue  agent's 
report  (plaintiff's  Exhibit  '*20").  Under  these  cir- 
cumstances, it  can  properly  be  said  that  there  is  a 
presumption  that  the  deductions  taken  in  the  tax 
years  in  question,  based  upon  the  Mason  and  Peter- 
sen transactions,  were  proper. 

It  is  now  well  settled  that  under  the  accrual 
method  of  accounting  the  time  when  the  liability 
becomes  fixed  determines  the  time  when  the  deduc- 
tion is  to  be  taken.  The  time  when  the  obligation 
is  payable  does  not  affect  the  time  when  the  deduc- 
tion is  to  be  taken. 

J.  H.  Martinus  &  Sons  v.  Commissioner,  116 

Fed.  (2d)  732  (9th  Cir.). 
Cecil  V.   Commissioner,   100  Fed.    (2d)   896 

(4th  Cir.). 
U.  S.  V.  Utah-Idaho  Sugar  Co.,  96  Fed.  (2d) 

756,  759  (10th  Cir.). 
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Brown  v.  Helvering,  291  U.S.  193;  54  Sup.  Ct. 

356. 
U.  S.  V.  Anderson,  269  U.S.  422;  46  Sup.  Ct. 

131, 134. 
American  Natl.  Co.  v.  U.  S.,  274  U.S.  99;  47 

Sup.  Ct.  520. 
Ohmer  Register  Co.  v.   Commissioner,   131 

Fed.  (2d)  682  (6th  Cir.). 
Willoughby  Camera  Stores  v.  Commissioner, 

125  Fed.  (2d)  607  (2d  Cir.). 
Merten's  Law  Fed.  Inc.  Taxation,  Vol.  2,  p. 

218,  Sec.  12.63. 
Helvering  v.  Russian  Finance  &  Construc- 
tion Corp.,  77  Fed.  (2d)  324  (2nd  Cir.). 

In  the  Martinus  case,  supra,  the  court  held: 

"In  a  case  like  the  present,  where  a  corporation 
maintains  its  accounts  on  the  basis  of  cash 
receipts  and  disbursements,  reasonable  salaries 
actually  paid  to  officers  are  entitled  to  be  de- 
ducted in  the  year  in  which  the  payment  is 
made.  Conversely,  taxpayers  keeping  their  ac- 
counts and  making  their  returns  on  an  accrual 
basis  may  deduct  salaries  accruing  although 
not  paid  during  the  tax  year."  (Emphasis  sup- 
plied) 

In  the  Cecil  case,  supra,  the  court  held  that  the 
word  **  accrual"  as  used  in  the  Internal  Revenue  Act 

i<  *  *  *  refers  to  the  time  when  the  liability 
becomes  fixed  rather  than  when  it  is  payable." 
(Citing  numerous  authorities.) 

In  the  Utah-Idaho  Suga  Co.  case,  supra,  the 
court  held: 

'The  incurring  of  the  right  to  receive  and  of 
the  obligation  to  pay  definite  and  fixed  sums 
accrue  items  for  income  tax  purposes  where 
books  are  kept  and  returns  made  on  the  ac- 
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crual  basis.  Actual  receipt  and  actual  payment 
are  not  essential."  (Citing  several  United 
States  Supreme  Court  cases.) 

In  the  Brown  case,  supra,  the  Supreme  Court 
of  the  United  States  said  that  where  accounts  are 
kept  on  the  accrual  basis  a  liability  incurred  in  the 
current  taxable  year  may  be  treated  as  an  expense 
incurred  and  may  be  taken  as  a  deduction 

"although  payment  is  not  presently  due."  (Cit- 
ing numerous  cases.) 

In  the  American  National  Co.  case,  supra,  the 
taxpayer  issued  bonus  contracts  to  persons  who 
had  purchased  mortgage  notes.  The  contracts  pro- 
vided for  the  payment  of  specific  bonuses  over  a 
period  of  years.  The  taxpayer,  who  kept  its  books 
on  the  accrual  basis,  accrued  the  entire  bonus  lia- 
bility that  would  be  due  over  the  period  of  years 
and  took  the  total  amount  so  accrued  as  a  deduc- 
tion in  the  tax  year  in  which  the  contract  was 
made.  The  Supreme  Court  of  the  United  States 
held  that  the  total  amount  of  the  bonus  was  de- 
ductible in  the  year  in  which  the  contract  was 
made, 

"although  not  due  and  payable  until  the  expira- 
tion of  two  years." 

In  the  Willoughby  case,  supra,  the  taxpayer,  who 
was  on  the  accrual  basis,  took  deductions  for  the 
amount  of  employees'  bonuses  which  were  accrued 
on  the  books  as  liabilities  in  the  tax  years  in  ques- 
tion but  were  not  payable  until  the  following  year, 
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and  the  court  held  that  the  fact  that  no  date  for 
payment  is  fixed  does  not  affect  the  accruability 
and  the  deductibility  of  an  item  of  expense  under 
the  accrual  system  of  accounting,  and  that 

**the    accrual    system    wholly    disregards    due 
dates." 

In  Helvering  v.  Russian  Finance  and  Construc- 
tion Corp.,  supra,  the  taxpayer,  who  was  on  the 
accrual  basis,  agreed  to  purchase  six  hundred  thou- 
sand tons  of  ore,  and  to  pay  therefor  a  fixed  price 
scale  plus  a  bonus  of  $2.00  per  ton  to  be  paid  at 
the  expiration  of  ten  years  from  the  date  of  the 
agreement.  The  taxpayer  received  the  six  hundred 
thousand  tons  of  ore  in  the  first  three  years.  It 
accrued  the  full  liability  for  the  bonus  in  the  3 
years  in  which  the  ore  was  purchased  and  took  a 
deduction  therefor  in  those  years.  The  court,  in 
sustaining  the  right  of  the  taxpayer  to  the  deduc- 
tion, among  other  things  said, 

«*  *  *  That  the  liability  may  not  subsequently 
be  discharged  by  payment  does  not  necessarily 
prevent  its  consideration  as  a  liability  for  the 
years  accrued.  See  Peyton-Dupont  Sec.  Co.  v. 
Commissioner,  66  Fed.  2d,  718  (2d  Cir.).  The 
possibility  that  a  present  liability  may  subse- 
quently be  discharged  by  some  condition  sub- 
sequent does  not  prevent  its  accrual  on  the 
taxpayer's  books.  *  *  *  The  taxpayer's  lia- 
bility became  fixed  upon  delivery  of  the  ore 
and  there  then  existed  reasonable  grounds  to 
justify  the  taxpayer  in  believing  that  it  would 
ultimately  have  to  pay  the  $1,200,000.  A 
presently  existing  obligation  which  the  tax- 
payer has  reasonable  grounds  to  believe  must 
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eventually  be  fulfilled,  is  not  uncertain  or  con- 
tingent in  the  sense  that  it  may  not  be  accrued. 
See  Automobile  Ins.  Co.  v.  Commissioner,  72 

Fed.  (2d)  265  (2d  Cir.). 


"When  books  are  kept  on  an  accrual  basis  a 
presently  existing  obligation  which  in  the  nor- 
may  course  of  events  the  taxpayer  is  justified 
in  believing  he  must  fulfill  may  be  accrued." 

In  Ohmer  Register  Co.  v.  Commissioner,  supra, 
the  taxpayer  entered  into  agreement  with  sales 
agents  to  pay  them  commissions  upon  sales  at  fixed 
rates.  The  commissions  were  to  be  paid  however  as 
and  when  the  customers  made  payments  for  the 
merchandise  sold  by  the  agents.  The  contracts  con- 
tained provisions  for  the  making  of  certain  adjust- 
ments under  varying  conditions,  which  would  ulti- 
mately affect  the  amount  of  the  commissions  in  the 
event  of  the  occurrence  of  the  conditions  described 
in  the  contract.  The  taxpayer  who  kept  its  books 
on  the  accrual  basis  accrued  the  entire  commission 
in  the  tax  year  in  which  the  sale  was  made  al- 
though the  commissions  were  in  part  payable  in 
subsequent  tax  years.  In  making  its  income  tax  re- 
turn, it  took  as  a  deduction  the  total  amount  of  the 
commission  due  under  the  contract,  instead  of  the 
part  of  the  commission  that  was  payable  during 
the  tax  year  for  which  the  return  was  made.  The 
Commissioner  disallowed  the  deductions  for  com- 
missions which  were  due  and  payable  in  the  subse- 
quent year  and  based  thereon  assessed  a  deficiency 
in  tax.  The  court  held: 
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'The  Board  of  Tax  Appeals con- 
ceded, also,  that  the  taxpayer  may  deduct,  as 
expense  incurred,  a  liability  which  has  accrued 
during  the  taxable  year,  ^although  payment  is 
not  presently  due/ 


"Corresponding,  the  right  to  deduct  an  ex- 
pense item  accrues  when  the  fixed  obligation  is 
incurred,  even  though  the  amount  may  be 
diminished  by  subsequent  events.  Both  sides 
of  the  ledger  must  be  treated  alike. 

**In  our  judgment,  the  net  income  of  the 
petitioner  for  the  taxable  year  involved  could 
not  have  been  correctly  determined  upon  the 
accrual  basis,  without  deducting  the  commis- 
sion expense  from  gross  income.  The  method 
adopted  clearly  reflected  the  taxpayer's  true 
income  (American  National  Company  v.  United 
States,  274  U.S.  99,  47  S.  Ct.  520,  71  L.  Ed. 
946),  upon  scientific  accounting  principles. 
(United  States  v.  Anderson,  269  U.S.  422,  440, 
46  S.  Ct.  131,  70  L.  Ed.  347). 

"The  items  of  commission  expense  claimed 
as  deductible  under  Section  23  of  the  Revenue 
Act  were  not  contingent  liability  but  were 
definitely  incurred  and  fixed  liabilities  within 
the  taxable  year." 

Merten*s  Law  Fed.  Inc.  Taxation,  supra,  says: 

"Where  a  share  of  profits  is  definitely  com- 
mitted to  an  employee,  and  where  those  profits 
could  be  reasonably  determined  and  only  the 
enjoyment  of  the  compensation  is  postponed 
or  the  amount  to  be  paid  is  subject  to  later 
revision,  an  obligation  is  incurred  which  may 
be  the  basis  for  a  deduction." 

Under  these  decisions,  the  provision  in  the  con- 
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tract  in  the  case  at  bar  deferring  the  payment  of 
part  of  the  compensation  cannot  be  said  to  render 
the  liability  contingent. 

In  Kaufman  Department  Stores  v.  Commis- 
sioner of  Internal  Revenue,  34  Fed.  (2d)  257  (3rd 
Cir.),  cited  by  appellant,  the  bonus  agreement  pro- 
vided for  the  payment  of  additional  compensation 
of  two  per  cent  of  the  "final  net  profits"  earned 
over  an  entire  period  of  five  years,  payable  at  the 
end  of  that  period.  The  taxpayer  accrued  at  the 
end  of  each  year  the  bonus  of  two  per  cent  upon 
the  profits  earned  during  each  year.  Under  that 
agreement  the  liability  for  any  bonus  in  any  one 
year  could  not  be  determined  until  the  expiration 
of  the  full  period  of  five  years  because  subsequent 
years  operations  could  reduce  or  wipe  out  the 
bonus.  In  the  case  at  bar,  however,  the  liability 
accrued  and  became  fixed  at  the  end  of  each  year. 
The  amount  thereof  could  not  be  diminished  or 
wiped  out  by  anything  that  took  place  thereafter. 

The  Kaufman  ease  is  typical  of  the  rest  of  the 
decisions  cited  by  appellant. 

6. 

Re:  Application  of  Section  23  (p)   (1)   (D) 

Internal  Revenue  Code 

It  is  now  urged  (appellant's  brief,  pages  26-27) 
that  Section  23  (p)  (1)  (D)  of  the  Internal  Rev- 
enue Code  precluded  appellee  from  taking  as  a  de- 
duction the  Mason  and  Petersen  compensation  in 
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the  tax  year  in  question. 

This  contention  was  not  made  in  the  Revenue 
Agent's  report  (Plff.  Exh.  20). 

This  contention  was  not  raised  by  the  proposed 
set-off  tendered  by  appellant  with  the  motion  for 
leave  to  file  the  same. 

The  proposed  answer  did  not  allege  in  words  or 
effect  that  the  contracts  between  Mason  and  Peter- 
sen and  the  taxpayer  constituted  "contributions  of 
an  employer  to  an  employee's  trust  or  annuity  plan 
and  compensation  under  a  deferred  payment  plan". 

Section  23  (p)  is  a  comprehensive  statute  deal- 
ing, as  the  title  indicates,  with  stock  bonus,  pen- 
sion, profit  sharing  or  annuity  plans  and  relates 
primarily  to  the  employer's  "contributions"  to  the 
plan.  It  does  not  relate  to  ordinary  contracts  be- 
tween employer  and  employee  for  the  payment  of 
compensation  measured  by  commissions  or  share 
of  the  profits  as  the  primary  compensation.  Regu- 
lation 111,  page  169,  specifically  exempts  compen- 
sation contracts  from  the  operation  of  Section 
23  (p). 

The  regulation  says: 

**If  an  employer  on  the  accrual  basis  defers  pay- 
ing any  compensation  to  an  employee  until  a 
later  year  or  years  under  an  arrangement  hav- 
ing the  effect  of  a  stock  bonus,  pension,  profit- 
sharing,  or  annuity  plan,  or  similar  plan  de- 
ferring the  receipt  of  compensation,  he  shall 
not  be  allowed  a  deduction  until  the  year  in 
which  the  compensation  is  paid.  This  provision 
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is  not  intended  to  cover  the  case  where  an  em- 
ployer on  the  accrual  basis  defers  payment  of 
compensation  after  the  year  of  accrual  merely 
because  of  inability  to  pay  such  compensation 
in  the  year  of  accrual,  as,  for  example,  where 
the  funds  of  the  company  are  not  sufficient 
to  enable  payment  of  the  compensation  with- 
out jeopardizing  the  solvency  of  the  company, 
or  where  the  liability  accrues  in  the  earlier 
year,  but  the  amount  payable  cannot  be  exact- 
ly determined  until  the  later  year." 

This  interpretive  regulation  was  obviously  de- 
signed to  remove  any  question  about  the  applica- 
tion of  Section  23  (p)  to  ordinary  contracts  for 
compensation  which  do  not  have  "the  effect  of  a 
stock  bonus,  pension,  profit-sharing  or  annuity 
plan". 

Appellant  cites  no  authority  for  the  application 

of  Section  23  (p)  of  the  Internal  Revenue  Code  to 

the  case  at  bar.  The  senate  report  referred  to  does 

not  support  appellant's  contention.  On  the  contrary 

it  clearly  negatives  that  conclusion.    The  report 

reads  as  follows: 

"If  an  employer  on  the  accrual  basis  defers  pay- 
ing any  compensation  to  the  employee  until  a 
later  year  or  years  under  an  arrangement  hav- 
ing the  effect  of  a  stock  bonus,  pension,  profit- 
sharing  or  annuity  plan,  or  similar  plan  de- 
ferring the  receipt  of  compensation,  he  will 
not  be  allowed  a  deduction  until  the  year  in 
which  the  compensation  is  paid.  This  provision 
is  not  intended  to  cover  the  case  where  an  em- 
ployer on  the  accrual  basis  defers  payments  of 
compensation  after  the  year  of  accrual  merely 
because  of  inability  to  pay  such  compensation 
in  the  accrual  year." 
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This  statement  in  the  report  is  substantially  like 
the  aforesaid  quotation  from  Regulation  111,  and 
the  provision  in  the  regulation  was  apparently  in- 
serted to  carry  out  the  precautionary  observation 
in  the  Senate  Report. 

The  provision  in  the  contracts  in  the  case  at  bar 
deferring  the  payment  of  part  of  the  compensation 
for  services  was  not  inserted  as  a  part  of  a  con- 
tribution, pension,  annuity  et  cetera  plan. 


CONCLUSION 

The   judgment   appealed   from   should   be   af- 
firmed. 

Respectfully  submitted, 

ROBERT  T.  JACOB, 
S.  J.  BISCHOFF, 

Attorneys  for  Appellee. 
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APPENDIX 

All  emphasis  in  quotations  from  statutes  and 
decisions  are  supplied. 

1. 

Statutes  and  Regulations  Involved. 

26  U.S.C.A.,  Sec.  275: 

"(a)  GENERAL  RULE.— The  amount  of 
income  taxes  imposed  by  this  chapter  shall  be 
assessed  within  three  years  after  the  return 
was  filed,  and  no  proceeding  in  court  without 
assessment  for  the  collection  of  such  taxes 
shall  be  begun  after  the  expiration  of  such 
period. 


''(c)  OMISSION  FROM  GROSS  INCOME. 
— If  the  taxpayer  omits  from  gross  income  an 
amount  properly  includible  therein  which  is  in 
excess  of  25  per  centum  of  the  amount  of  gross 
income  stated  in  the  return,  the  tax  may  be 
assessed,  or  a  proceeding  in  court  for  the  col- 
lection of  such  tax  may  be  begun  without  as- 
sessment, at  any  time  within  5  years  after  the 
return  was  filed." 

26  U.S.C.A.,  Section  3770,  provides: 

"(1)  Assessments  and  collections  generally 

— Except  as  otherwise  provided  by  law  in  the 
case  of  income,  estate,  and  gift  taxes,  the  Com- 
missioner, subject  to  regulations  prescribed  by 
the  Secretary,  is  authorized  to  remit,  refund, 
and  pay  back  all  taxes  erroneously  or  illegally 
assessed  or  collected,  all  penalties  collected 
without  authority,  and  all  taxes  that  appear  to 


102 

be  unjustly  assessed  or  excessive  in  amount,  or 
in  any  manner  wrongfully  collected. 

"(2)  Assessments  and  collections  after  limi- 
tation period.  Any  tax  (or  any  interest,  pen- 
alty, additional  amount,  or  addition  to  such 
tax)  assessed  or  paid  after  the  expiration  of 
the  period  of  limitation  properly  applicable 
thereto  shall  be  considered  an  overpayment  and 
shall  be  credited  or  refunded  to  the  taxpayer 
if  claim  therefor  is  filed  within  the  period  of 
limitation  for  filing  such  claim." 

26  U.S.C.A.,  Section  3775  provides: 

**§  3775.   Credits  after  periods  of  limitation. 

(a)  Period  against  United  States.  Any 
credit  against  a  liability  in  respect  of  any  tax- 
able year  shall  be  void  if  any  payment  in  re- 
spect of  such  liability  would  be  considered  an 
overpayment  under  section  3770(a)  (2). 

(b)  Period  against  taxpayer.    A  credit  of 

an  overpayment  in  respect  of  any  tax  shall  be 
void  if  a  refund  of  such  overpayment  would  be 
considered  erroneous  under  section  3774.  53 
Stat.  466." 

Section  41,  of  the  Internal  Revenue  Code  (26 
U.S.C.A.  41)  provides: 

"The  net  income  shall  be  computed  upon 
the  basis  of  taxpayer's  annual  accounting  pe- 
riod. ...  in  accordance  with  the  method  of 
accounting  regularly  employed  in  keeping  the 
books  of  such  taxpayer;  ...  or  if  the  method 
employed  does  not  clearly  reflect  the  income, 
the  computation  shall  be  made  in  accordance 
with  such  method  as  in  the  opinion  of  the  Com- 
missioner does  clearly  reflect  the  income." 

Reg.  Ill,  Section  29.41  - 1,  page  253,  provides : 
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"COMPUTATION  OF  NET  INCOME.  .  .  . 
The  time  as  of  which  any  item  of  gross  income 
or  any  deduction  is  to  be  accounted  for  must 
be  determined  in  the  light  of  the  fundamental 
rule  that  the  computation  shall  be  made  in  such 
a  manner  as  clearly  reflects  the  taxpayer's  in- 
come. If  the  method  of  accounting  regularly 
employed  by  him  in  keeping  his  books  clearly 
reflects  his  income,  it  is  to  be  followed  with 
respect  to  the  time  as  of  which  items  of  gross 
income  and  deductions  are  to  be  accounted  for. 
(See  sections  29.42-1  to  29.42-3,  inclusive.)  If 
the  taxpayer  does  not  regularly  employ  a 
method  of  accounting  which  clearly  reflects 
his  income,  the  computation  shall  be  made  in 
such  manner  as  in  the  opinion  of  the  Commis- 
sioner clearly  reflects  it." 

Reg.  Ill,  Section  29.41-2,  page  253,  provides: 

"BASES  OF  COMPUTATION  AND 
CHANGES  IN  ACCOUNTING  METHODS.— 
Approved  standard  methods  of  accounting  will 
ordinarily  be  regarded  as  clearly  reflecting  in- 
come. A  method  of  accounting  will  not,  how- 
ever, be  regarded  as  clearly  reflecting  income 
unless  all  items  of  gross  income  and  all  de- 
ductions are  treated  with  reasonable  consisten- 
cy. See  section  48  for  definitions  of  'paid  or 
accrued'  and  'paid  or  incurred.'  All  items  of 
gross  income  shall  be  included  in  the  gross  in- 
come for  the  taxable  year  in  which  they  are 
received  by  the  taxpayer,  and  deductions  taken 
accordingly,  unless  in  order  clearly  to  reflect 
income  such  amounts  are  to  be  properly  ac- 
counted for  as  of  a  different  period.  But  see 
sections  42  and  43.  See  also  section  48.  For 
instance,  in  any  case  in  which  it  is  necessary 
to  use  an  inventory,  no  method  of  accounting 
in  regard  to  purchases  and  sales  will  correctly 
reflect  income  except  an  accrual  method. 
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"The  true  income,  computed  under  the  In- 
ternal Revenue  Code  and,  if  the  taxpayer  keeps 
books  of  account,  in  accordance  with  the  meth- 
od of  accounting  regularly  employed  in  keeping 
such  books  (provided  the  method  so  used  is 
properly  applicable  in  determining  the  net  in- 
come of  the  taxpayer  for  purposes  of  taxation), 
shall  in  all  cases  be  entered  in  the  return. 


"A  taxpayer  who  changes  the  method  of  ac- 
counting employed  in  keeping  his  books  shall, 
before  computing  his  income  upon  such  new 
method  for  the  purposes  of  taxation,  secure 
the  consent  of  the  Commissioner.  For  the  pur- 
poses of  this  section,  a  change  in  the  method 
of  accounting  employed  in  keeping  books 
means  any  change  in  the  accounting  treatment 
of  items  of  income  or  deductions,  such  as  a 
change  from  cash  receipts  and  disbursements 
method  to  the  accrual  method,  or  vice  versa; 
a  change  involving  the  basis  of  valuation  em- 
ployed in  the  computation  of  inventories  (see 
sections  29.22(c)-l  to  29.22(c)-8,  inclusive); 
a  change  from  the  cash  or  accrual  method  to 
the  long-term  contract  method,  or  vice  versa; 
a  change  in  the  long-term  contract  method 
from  the  percentage  of  completion  basis  to  the 
completed  contract  basis,  or  vice  versa  (see 
section  29.42-4).   .   .   ." 

Reg.  Ill,  Section  29.41-3,  page  255,  provides: 

''METHODS  OF  ACCOUNT.— It  is  recog- 
nized that  no  uniform  method  of  accounting 
can  be  prescribed  for  all  taxpayers,  and  the 
law  contemplates  that  each  taxpayer  shall 
adopt  such  forms  and  systems  of  accounting 
as  are  in  his  judgment  best  suited  to  his  pur- 
pose. Each  taxpayer  is  required  by  law  to 
make  a  return  of  his  true  income.  He  must, 
therefore,  maintain  such  accounting  records  as 
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will  enable  him  to  do  so.  (See  section  54  and 
section  29.54-1.)  Among  the  essentials  are  the 
following : 

"(1)  In  all  cases  in  which  the  production, 
purchase,  or  sale  of  merchandise  of  any  kind 
is  an  income-producing  factor,  inventories  of 

the  merchandise  on  hand  (including  finished 
goods,  work  in  process,  raw  materials,  and 
supplies)  should  be  taken  at  the  beginning  and 
end  of  the  year  and  used  in  computing  the  net 
income  of  the  year  (see  section  22(c)  and  sec- 
tions 29.22(c)-l  to  29.22(c)-8,  inclusive." 

Section  42  of  the  Internal  Revenue  Code   (26 
U.S.C.A.  42)  provides: 

'The  amount  of  all  items  of  gross  income 
shall  be  included  in  the  gross  income  for  the 
taxable  year  in  which  received  by  the  taxpayer, 
unless,  under  methods  of  accounting  permitted 
under  Section  41  any  such  amounts  are  to  be 
propertly  accounted  for  as  of  a  different 
period." 

Reg.  Ill,  Section  29.42-1,  page  257,  provides: 

"WHEN  INCLUDED  IN  GROSS  INCOME. 
— (a)  In  General. — Except  as  otherwise  pro- 
vided in  section  42,  gains,  profits,  and  income 
are  to  be  included  in  the  gross  income  for  the 
taxable  year  in  which  they  are  received  by  the 
taxpayer,  unless  they  are  included  as  of  a  dif- 
ferent period  in  accordance  with  the  approved 
method  of  accounting  followed  by  him.  (See 
sections  29.41  to  29.41-3,  inclusive.)" 

Reg.  Ill,  Section  29.42-4,  page  260,  provides: 

'Income  from  long-term  contracts  is  tax- 
able for  the  period  in  which  the  income  is  deter- 
mined, such  determination  depending  upon  the 
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nature  and  terms  of  the  particular  contract. 
As  used  in  this  section  the  term  'long-term 
contracts'  means  building,  installation,  or  con- 
struction contracts  covering  a  period  in  excess 
of  one  year  from  the  date  of  execution  of  the 
contract  to  the  date  on  which  the  contract  is 
finally  completed  and  accepted.  Persons  whose 
income  is  derived  in  whole  or  in  part  from  such 
contracts  may,  as  to  such  income,  prepare  their 
returns  upon  either  of  the  following  bases: 

"(a)  Gross  income  derived  from  such  con- 
tracts may  be  reported  upon  the  basis  of  per- 
centage of  completion.  In  such  case  there 
should  accompany  the  return  certificates  of 
architects  or  engineers  showing  the  percentage 
of  completion  during  the  taxable  year  of  the 
entire  work  to  be  performed  under  the  con- 
tract. There  should  be  deducted  from  such 
gross  income  all  expenditures  made  during  the 
taxable  year  on  account  of  the  contract,  ac- 
count being  taken  of  the  material  and  supplies 
on  hand  at  the  beginning  and  end  of  the  tax- 
able year  for  use  in  connection  with  the  work 
under  the  contract  but  not  yet  so  applied. 

''(b)  Gross  income  may  be  reported  for  the 
taxable  year  in  which  the  contract  is  finally 
completed  and  accepted  if  the  taxpayer  elects 
as  a  consistent  practice  so  to  treat  such  in- 
come, provided  such  method  clearly  reflects  the 
net  income.  If  this  method  is  adopted  there 
should  be  deducted  from  gross  income  all  ex- 
penditures during  the  life  of  the  contract  which 
are  properly  allocated  thereto,  taking  into  con- 
sideration any  material  and  supplies  charged 
to  the  work  under  the  contract  but  remaining 
on  hand  at  the  time  of  completion." 

Section  43  of  the  Internal  Revenue  Code   (26 
U.S.C.A.  43)  provides: 


107 

'The  deductions  and  credits  .  .  .  provided 
for  in  this  chapter  shall  be  taken  for  the  tax- 
able year  in  which  *paid  or  accrued'  or  'paid  or 
incurred',  dependent  upon  the  method  of  ac- 
counting upon  the  basis  of  which  the  net  in- 
come is  computed  unless  in  order  to  clearly 
reflect  the  income  the  deductions  or  credits 
should  be  taken  as  of  a  different  period." 

Section  29.43-1,  page  264,  provides: 

"  TAID  OR  INCURRED'  AND  'PAID  OR 
ACCRUED.'— (a)  The  terms  'paid  or  incurred' 
and  'paid  or  accrued'  will  be  construed  accord- 
ing to  the  method  of  accounting  upon  the  basis 
of  which  the  net  income  is  computed  by  the 
taxpayer.  (See  section  48(c).)  The  deductions 
and  credits  provided  for  in  chapter  1  (other 
than  the  dividends  paid  credit  provided  in  sec- 
tion 27)  must  be  taken  for  the  taxable  year  in 
which  *paid  or  accrued*  or  'paid  or  incurred,' 
unless  in  order  clearly  to  reflect  the  income 
such  deductions  or  credits  should  be  taken  as 
of  a  different  period." 

Section  48  of  the  Internal  Revenue  Code   (26 
U.S.C.A.  48)  provides: 

"The  terms  'paid  or  incurred'  and  "paid  or 
accrued'  shall  be  construed  according  to  the 
method  of  accounting  upon  the  basis  of  which 
the  net  income  is  computed  under  this  Part." 


2. 

Re:  Appealability  of  Order  Denying  Leave  to 
Interpose  Set-off 

In  Reeves  v.  Beardall,  316  U.S.  283;  62  Sup  Ct. 
1085,  an  action  was  brought  to  recover  on  a  note 
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and  for  specific  performance  of  a  contract.  The 
District  Court  dismissed  the  latter  count  on  motion 
of  the  defendant.  An  appeal  was  taken  from  that 
determination  although  the  action  was  pending  on 
the  first  count.  The  contention  was  made  that  the 
judgment  was  not  final  and  therefore  not  appeal- 
able. The  Supreme  Court  held: 

"After  the  entry  of  the  judgment  on  Count 
II,  the  claim  based  on  the  contract  not  to 
change  the  will  was  terminated  and  could  not 
be  affected  by  any  action  which  the  Court 
might  take  as  respects  the  remaining  claims. 
Nothing  remained  to  be  done  except  appeal." 

3. 
Re:  Abuse  of  Discretion 

In  Dupont  v.  United  States,  28  F.  Supp.  122-126 

(an  action  to  recover  a  tax  refund),  the  court  in 
denying  a  motion  by  the  United  States  to  interpose 
a  similar  defense  under  similar  circumstances,  as 
in  the  case  at  bar,  said: 

"The  whole  subject  was  very  fully  discussed 
in  Routzahn  v.  Brown,  6  Cir.,  95  F.  2d  766.  In 
that  case  a  similar  amendment  was  offered  and 
refused  after  judgment  in  favor  of  the  Collec- 
tor and  reversal  by  the  Circuit  Court  of  Ap- 
peals, but  before  a  second  trial.  The  court 
pointed  out  that  the  matter  is  discretionary, 
calls  for  the  application  of  equitable  principles, 
and  that  under  the  circumstances  of  that  case 
there  was  no  inequity  or  abuse  of  discretion  in 
denying  the  amendment. 

"This  case  does  not  present  a  situation 
quite  so  strongly  against  the  request  to  amend. 


109 

but  I  think  the  equities  are  quite  sufficient  to 
require  denial  of  it.  It  does  appear  that  no 
specific  notice  was  given  of  the  purpose  of  the 
Government  to  raise  the  question  of  deducti- 
bility of  any  items  other  than  those  which  have 
been  already  discussed,  and  that  the  Treasury 
Department,  after  audit  and  investigation,  sent 
the  plaintiff  a  copy  of  an  official  report  relat- 
ing to  the  year  1932,  in  which  there  expressly 
appeared  the  deduction  of  the  secretary's  sal- 
ary. The  Government  filed  its  original  answer 
in  October,  1937,  and  filed  an  amended  answer 
more  than  three  months  before  the  trial.  There 
is  not  the  slightest  suggestion  of  fraud  or  con- 
cealment on  the  part  of  the  taxpayer.  Under  all 
these  circumstances  I  think  it  proper  to  deny 
the  proposed  amendment." 

In  Routzahn  v.  Brown,  95  F.  (2d)  766  (6th 
Cir.),  the  case  referred  to  by  the  District  Judge  in 
the  Dupont  case,  the  court,  in  sustaining  the  action 
of  the  court  below  in  refusing  to  permit  amendment 
of  the  answer  to  introduce  a  similar  set-off,  said: 

*lt  is  to  be  expected  that  a  defendant  will 
submit  to  the  court  in  the  first  instance  all  de- 
fenses in  derogation  of  the  plaintiff's  right  to 
recover  that  are  known  to  him,  or  which  in  the 
exercise  of  diligence  he  should  have  known, 
and  indeed  in  equity  cases  the  rules.  Rule  30, 
28  U.S.C.A.  following  section  723,  seem  to  re- 
quire it." 

In  Frank  Adam  Electric  Co.  v.  W'estinghouse 
Elec.  Mfg.  Co.,  146  Fed.  (2d)  165  (8th  Cir.),  the 

court  held: 

* 'Considering  the  failure  of  the  defendant  to 
show  that  its  long  delay  in  tendering  its 
counterclaim  and  its  second  amendment  was 
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due  to  oversight,  inadvertence,  or  excusable 
neglect,  \^'e  can  not  sa>'  that  the  court  abused 
its  discretion  in  refusing  amendments." 

In  Hancock  Oil  Co.  v.  I'niversal  Oil  Products 

Co..  V:0  F.  CW)  959-%l  (9th  Cir.).  the  court  held: 

"AMieiher  or  not  this  amendment  \\*ould  be 
allowed  \\*as  in  the  sound  discretion  of  the  trial 
court,  and  the  decision  of  that  court  \vi\l  not  be 
reverced  except  for  an  abuse  of  its  discretion. 


**The  proposed  amendment  to  the  count er- 
daim  sought  to  set  up  as  an  additional  ground 
of  counterclaim  an  alleged  \iolation  of  the 
Cla\-to::  Act.  15  U.S.C.A.^^  15. 


**No  attempt  was  made  to  show  diligence  on 
the  part  of  Hancoclv  to  ascertain  the  facts  al- 
leged in  the  proposed  amoadment  to  the  coun- 
terclaim, or  to  keep  in  toucii  \^ith  other  suits 
invohing  the  patents  here  involved." 

"Ill  the  circumstai:ices  we  are  unable  to  hold 
that  the  District  Court  abused  its  discretion  in 
refusing  lea\  e  to  am&ad,'' 

4. 

Ke:  Burden  of  Proof  and  Presiumption 
of  Correctness 

III  >^hitney  v.  Conuui>>ioiier,  7S  F.  (2d)  589^891 
(Sd  Cir.),  the  curt  held: 

"^Tbe  burdoi  of  proof  was  on  the  petitioner 
before  the  Board,  aiid  if  he  met  it,  the  burden 
»h  *'  '  and  tiie  govemment  was  require  to 
c.  rward  with  evidence  to  reiute  the  e\i- 
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dence  of  the  petitioner.  It  did  not  do  so  and 
the  Board  cannot  draw  inferences  and  conclu- 
sions from  facts  or  suppositions  outside  of  the 
record." 

In  Helvering  v.  Talbott's  Estate,  116  F.  (2d)  160 
(■4th  Cir.),  the  court  held: 

"When  such  evidence  is  adduced,  the  Com- 
missioner's finding  is  no  longer  entitled  to  pro- 
bative force  and  the  authority  of  the  Board 
to  make  the  controlling  decision  is  complete." 

In  Hemphill  Schools  v.  Com'r  of  Internal  Reve- 
nue, 137  F.  (2d)  961-964  (9th  Cir): 

'*E\idence  ha\lng  been  so  produced,  the 
presumption  ceased,  and  thenceforth  the  issue 
depended  wholly  upon  the  e\idence.'  It  thus 
became  the  duty  of  the  Board  to  find  from  the 
e\idence,  and  from  it  alone,  whether  petition- 
er's gains  and  profits  were  permitted  to  ac- 
cumulate beyond  the  reasonable  needs  of  its 
business.  No  such  finding  was  made.  Instead, 
the  Board  treated  the  presimiption  (which  no 
longer  existed)  as  if  it  were  e\idence.  weighed 
it  against  petitioner's  e\idence  and  concluded 
that  petitioner's  e\idence  did  not  'overcome'  it." 

In  Lunsford  v.  Commissioner  of  Internal  Reve- 
nue, 62  F.  (2d)  7-11-742  (6th  Cir.),  the  court  held: 

"The  presumption  that  the  Commissioner  is 
right   is  procedural  and  cannot  sur\ive  such 

proofs  imless  the\'  are  challenged  by  contrary 
proofs,  or  destructive  analysis,  and  we  have 
gone  so  far  as  to  say  that  the  taxpayer's  af- 
firmative evidence  may  itself  contain  the  nec- 
essary- challenge  and  furnish  the  material  for 
such  analvsis." 


112 

In  Clinton  Cotton  Mills  v.  Commissioner,  78  F. 
(2d)  292-295  (CCA.  4),  the  court  held: 

"...  where  it  appears  that  the  method 
pursued  by  the  Commissioner  is  erroneous,  the 
presumption  of  the  correctness  of  his  deter- 
mination no  longer  avails.  Russell  v.  Commis- 
sioner (CCA.  1st)  45  F.  (2d)  100,  103." 

In  Russell  v.  Commissioner,  45  F.  (2d)  100-103 
(CCA.  1),  the  court  held: 

'While  there  is  a  presumption  that  the 
Commissioner's  findings  are  correct,  Avery  v. 
Commissioner  (CCA.)  22  F.  (2d)  6,  55  A.L.R. 
1277,  when  it  appears,  as  in  this  record  it  does 
appear,  that  the  methods  pursued  by  the  Com- 
missioner were  mathematically  and  legally 
erroneous,  that  presumption  no  longer  avails. 
New  York  Life  Ins.  Co.  v.  Ross  (CCA.)  30  F. 
(2d)  80,  82." 


5. 

Re:  Accrual  Method  of  Accounting 

In  Security  Flour  Mills  Co.  v.  Com*r  of  Int.  Rev., 
321  U.S.  281;  64  S.  Ct.  596  (1944),  the  Supreme 
Court  of  the  United  States  had  before  it  the  ques- 
tion of  the  interpretation  of  Sections  41  to  43  of 
the  Internal  Revenue  Code.  The  case  involved  the 
question  of  the  allocation  of  income  and  deductions 
under  the  accrual  method  of  accounting.  The  court 
held. 

''The  propriety  of  the  claimed  deduction  de- 
pends upon  the  construction  of  Sections  23(a), 
41  and  43  of  the  Revenue  Act  of  1934." 
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After  summarizing  the  provisions  of  Sections 
41  and  43,  of  the  Revenue  Act,  the  court  went  on 
to  say: 

*lt  is  settled  by  many  decisions  that  a  tax- 
payer may  not  accrue  an  expense  the  amount 
of  which  is  unsettled  or  the  liability  for  which 
is  contingent." 


"Petitioner  neverthless  insists  that  Section 
43  of  the  Revenue  Act,  which  requires  that  de- 
ductions be  taken  for  the  taxable  year  in  which 
the  amount  was  paid  or  accrued,  creates  an 
exception  applicable  to  this  case  by  its  con- 
cluding clause,  'unless  in  order  to  clearly  re- 
flect the  income  the  deductions  or  credits 
should  be  taken  as  of  a  different  period.'  In 
short,  the  petitioner's  position  is  that  the  Com- 
missioner and  the  Board  of  Tax  Appeals  are 
authorized  and  required  to  make  exceptions  to 
the  general  rule  of  accounting  by  annual  peri- 
ods wherever,  upon  analysis  of  any  transac- 
tion, it  is  found  that  it  would  be  unjust  and  un- 
fair not  to  isolate  the  transaction  and  treat  it 
on  the  basis  of  the  long  term  result.  We  think 
the  position  is  not  maintainable." 


"But  we  think  it  was  not  intended  to  upset 
the  well  understood  and  consistently  applied 
doctrine  that  cash  receipts  or  matured  ac- 
counts due  on  the  one  hand,  and  cash  payments 
or  accrued  definite  obligations  on  the  other, 
should  not  be  taken  out  of  the  annual  account- 
ing system  and,  for  the  benefit  of  the  Govern- 
ment or  the  taxpayer,  treated  on  a  basis  which 
is  neither  a  cash  basis  nor  an  accrual  basis, 
because  so  to  do  would,  in  a  given  instance, 
work  a  supposedly  more  equitable  result  to  the 
Government  or  to  the  taxpayer. 


114 


'The  rationale  of  the  system  is  this:  It  is 
the  essence  of  any  system  of  taxation  that  it 
should  produce  revenue  ascertainable,  and  pay- 
able to  the  government,  at  regular  intervals. 
Only  by  such  a  system  is  it  practicable  to  pro- 
duce a  regular  flow  of  income  and  apply  meth- 
ods of  accounting,  assessment,  and  collection 
capable  of  practical  operation.' 

"This  legal  principle  has  often  been  stated 
and  applied.  The  uniform  result  has  been  denial 
both  to  government  and  to  taxpayer  of  the 
privilege  of  allocating  income  or  outgo  to  a 
year  other  than  the  year  of  actual  receipt  of 
payment,  or,  applying  the  accrual  basis,  the 
year  in  which  the  right  to  receive,  or  the  obli- 
gation to  pay,  has  become  final  and  defnite  in 
amount. 

''But  the  petitioner  urges  that  Section  43 
has  altered  the  rule  so  that  a  hybrid  system, 
partly  annual  and  partly  transactional,  may, 
within  administrative  discretion,  be  substituted 
for  that  of  annual  accounting  periods.  It  urges 
that  the  change  was  due  to  the  desire  of  Con- 
gress to  prevent  distortion  of  true  income.  This 
must  mean  distortion  of  true  income,  not  of  a 
given  year,  but,  in  the  light  of  ultimate  gain, 
from  a  series  of  transactions  over  a  period  of 
years,  growing  out  of,  or  in  some  way  related 
to,  an  initial  transaction  in  the  taxable  year. 
The  very  section  on  which  petitioner  relies, 
however,  reiterates  the  adherence  of  Congress 
to  the  system  of  annual  periods  of  computation. 


"We  are  of  opinion  that  the  purpose  of  the 
language  which  Congress  used  was  not  to  sub- 
stitute, whenever  in  the  discretion  of  an  admin- 
istrative officer  or  tribunal  such  a  course 
would  seem  proper,  a  divided  and  inconsistent 
method  of  accounting  not  properly  to  be  de- 
nominated either  a  cash  or  an  accrual  system." 
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In  Helvering  v.  Enright's  Estate,  312  U.S.  636; 

61  S.  Ct.  777,  the  court  held: 

**  'Keeping  accounts  and  making  returns  on 
the  accrual  basis,  as  distinguished  from  the 
cash  basis,  import  that  it  is  the  right  to  re- 
ceive and  not  the  actual  receipt  that  determines 
the  inclusion  of  the  amount  in  gross  income.'  " 

In  Spring  City  F.  Co.  v.  Commissioner  of  Int. 
Rev.,  292  U.S.  182;  54  S.  Ct.  644,  the  court  held: 

* 'Keeping  accounts  and  making  returns  on 
the  accrual  basis,  as  distinguished  from  the 
cash  basis,  import  that  it  is  the  right  to  receive 
and  not  the  actual  receipt  that  determines  the 
inclusion  of  the  amount  in  gross  income.  When 
the  right  to  receive  an  amount  becomes  fixed, 
the  right  accrues." 

In  Frost  Lumber  Industries  v.  Commissioner  of 

Int.  Rev.,  128  F.  (2d)  693-694  (5th  Cir.),  the  court 

held: 

"In  that  view  where  the  taxpayer's  books 
are  kept  on  an  accrual  basis,  where  the  amount 
is  reasonably  certain  in  fact  and  determinable 
in  amount,  it  may  be  treated  as  a  gain  or  a  loss 
even  though  the  exact  amount  may  not  have 
been  precisely  ascertained.  United  States  v. 
Anderson,  269  U.S.  422,  46  S.  Ct.  131,  70  L.  Ed. 
347;  Lucas  v.  American  Code  Company,  280 
U.S.  445,  50  S.  Ct.  202,  74  L.  Ed.  538,  67  A.L.R. 
1010.  Though  the  computation  may  be  unde- 
termined, if  the  basis  for  the  computation  is 
unchangeable  and  though  the  exact  amount 
may  be  unknown,  if  it  is  not  unknowable,  the 
item  in  such  cases  is  to  be  treated,  for  tax  pur- 
poses, as  accrued  income.  Uncasville  Manufac- 
turing Company  v.  Commissioner,  2  Cir.,  55  F. 
2d  893.    In  Spring  City  Company  v.  Commis- 
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sioner,  292  U.S.  182,  54  S.  Ct.  644,  645,  78  L. 
Ed.  1200,  the  court  said:  'Keeping  accounts  and 
making  returns  on  the  accrual  basis,  as  dis- 
tinguished from  the  cash  basis,  import  that  it 
is  the  right  to  receive  and  not  the  actual  re- 
ceipt that  determines  the  inclusion  of  the 
amount  in  gross  income.  When  the  right  to 
receive  an  amount  becomes  fixed  the  right  ac- 


crues.' " 


In  Pf eiffer  v.  Jones,  57  F.  Supp.  621-623,  Appeal 
Dismissed,  146  F.  (2d)  1002,  plaintiff  leased  oil 
lands  to  an  oil  company  in  1936.  The  leasee  agreed 
among  other  things  to  pay  plaintiff  a  bonus  of  $54,- 
000.00,  approximately  one-third  in  cash  at  the  time 
of  the  agreement,  one-half  of  the  balance  to  be  paid 
in  1937  and  one-half  of  the  balance  to  be  paid  in 
1938.  Plaintiff  kept  his  books  and  made  his  income 
tax  returns  on  the  accrual  basis.  He  reported  the 
whole  of  the  $54,000.00  as  income  in  1936  and  paid 
the  tax  thereon.  The  Commissioner  determined 
that  the  portion  of  the  bonus  to  be  paid  in  1937  and 
1938  was  not  income  in  1936.  He  refunded  the  por- 
tion of  the  tax  paid  on  the  accrued  income  and 
assessed  a  deficiency  in  tax  for  the  subsequent 
years,  treating  the  payments  made  in  1937  and 
1938  as  income  in  those  years.  Plaintiff  paid  the 
assessment  and  sued  for  refund.  The  court  made 
conclusions  of  law  as  follows: 

''Second.  That  the  $54,000  bonus  for  the 
execution  of  said  Oil  and  Gas  Lease  was  tax- 
able income  of  the  plaintiff  for  the  calendar 
year  1936,  the  year  of  the  execution  of  said 
lease,  the  taxpayer  being  on  an  accrual  basis 
and  such  bonus  being  unconditionally  guaran- 
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teed  by  an  enforecable  contract  in  writing  ex- 
ecuted by  a  solvent  obligor,  whose  credit 
was  unquestioned.  That  the  Commissioner 
erred  in  determining  that  part  of  said  bonus 
was  income  for  the  calendar  year  1937,  and 
the  Commissioner  was  further  in  error  in  de- 
termining that  part  of  said  bonus  was  income 
for  the  calendar  year  1938.  That  the  Commis- 
sioner was  in  error  in  making  said  deficiency 
assessments." 

In  United  States  v.  Detroit  Moulding  Corpora- 
tion, 56  F.  Supp.  754-757,  the  court  held: 

'Where,  as  here,  in  accrual  accounting  by 
calendar  year  periods  for  income  tax  purposes, 
all  the  events  occur  within  a  calendar  year 
which  fix  the  amount  and  the  fact  of  a  taxpay- 
er's liability  for  an  excise  tax  accrued  though 
not  paid,  which  liability  is  neither  contested  by 
the  taxpayer  nor  contingent  and  not  changed 
within  a  reasonable  time  after  the  close  of  the 
calendar  year,  proper  accounting  practice  re- 
quires that  such  liability  be  accounted  and  de- 
ducted as  accrued  during  such  year,  and,  if 
such  liability  is  lessened  by  unexpected  events 
occurring  in  a  subsequent  year,  after  the  in- 
come tax  return  has  been  filed,  proper  account- 
ing practice  requires  that  this  be  reflected  by 
an  entry  in  the  subsequent  year,  crediting  as 
income  the  amount  by  which  the  obligation 
has  been  so  lessened,  rather  than  by  re-opening 
and  adjusting  the  taxpayer's  books  for  the 
previous  year."  (Citing  numerous  cases) 

In   Bartles-Scott   Oil    Co.   v.    Commissioner,    2 
B.T.A.  16,  the  board  held: 

"The  mere  fact  that  some  deferred  charges 
and  credits  to  income  may  not  have  been  in- 
cluded in  the  accounts  carried  cannot  destroy 
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the  principle  upon  which  the  system  of  accrual 
bookkeeping  is  based." 

In  Sneed  v.  Commissioner  of  Internal  Revenue, 
119  F.  (2d)  767-771  (5th  Cir.): 

"Congress  could  fix  decennial  periods  in- 
stead of  annual  ones.  It  has  in  general  adopted 
the  annual  plan,  but  has  authorized  either  ac- 
tual receipts  and  disbursements  or  accrual  as 

the  basis  for  accounting.  On  the  latter  basis, 
there  may  be  a  difference  of  years  in  entering 
the  items  on  the  account  from  what  would  have 
been  true  on  a  basis  of  actual  receipts  and  dis- 
bursements. But  these  two  bases  are  elastic, 
for  in  the  Revenue  Act  of  1926,  Sec.  200(d),  26 
U.S.C.A.  Int.  Rev.  Acts,  page  146,  which  directs 
income  and  deductions  to  be  accounted  for  in 
the  year  received  and  paid  or  accrued,  there  is 
an  exception:  'Unless  in  order  to  clearly  reflect 
the  income  the  deductions  or  credits  should  be 
taken  as  of  a  different  perioa.'  Similar  lan- 
guage occurs  in  the  other  Acts.  The  clear  re- 
flection of  income  that  ought  to  be  taxed  is 
the  main  object.  See  Guaranty  Trust  Co.  v. 
Commissioner,  303  U.S.  493,  at  page  498,  58  S. 
Ct.  673,  82  L.  Ed.  975.  With  or  without  the  aid 
of  a  Regulation,  there  have  been  many  cases 
of  this  so-called  'restoration  to  income'  of  a  de- 
duction taken  in  a  prior  year.  On  the  accrual 
basis,  if  a  tax,  or  expense,  or  other  deduction 
is  taken  one  year  as  accrued,  but  it  turns  out 
in  another  year  that  there  was  no  such  liability 
or  a  less  one,  the  matter  is  corrected  by  a 
charge  to  income  as  though  there  had  been  a 
recovery  back.  Charleston  &  W.  C.  Ry.  Co.  v. 
Burnet,  60  App.  D.C.  192,  50  F.  (2d  342;  Chi- 
cago, R.  I.  &  P.  Ry.  Co.  V.  Commissioner,  7  Cir. 
47  F.  2d  990;  Nash  v.  Commissioner,  7  Cir.,  88 
F.  2d  477.  So  when  on  a  cash  basis  a  debt  is 
deducted  as  bad  and  in  another  year  is  col- 
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lected  in  whole  or  in  part,  the  matter  is  cor- 
rected not  by  going  back  to  the  year  of  deduc- 
tion, but  by  a  charge  to  income  in  the  later 
year.  Askin  &  Marine  Co.  v.  Commissioner,  2 
Cir.,  66  F.  2d  776;  Putnam  Bank  v.  Commis- 
sioner, 5  Cir.,  50  F.  2d  158." 

In  Vol.  1  Mertens  Law  of  Federal  Income  Taxa- 
tion, Sec.  11.14,  p.  493,  the  author  says: 

"§  11.14.— The  Taxpayer  Must  Select  One 
Method  of  Accounting.  As  has  been  seen,  the 
statute  recognizes  at  least  two  methods  of  ac- 
counting. It  is  clear  that  the  same  taxpayer 
cannot  at  one  time  have  two  bases  of  account- 
ing; he  may  not  use  inconsistent  bases  at  the 
same  time.  He  may  not  combine  the  cash  and 
accrual  bases.  He  must  use  one  method  or  the 
other.  Amounts  of  income  within  the  year  un- 
der the  method  employed  must  be  returned  that 
year  even  though  part  may  have  been  improp- 
erly reported  in  some  other  year.  It  will  not 
be  presumed  that  an  item  was  omitted  in  a 
previous  year.  The  method  of  accounting  used 
by  the  taxpayer  must  be  ^consistent  within  its 
own  sphere.*  Two  distinct  businesses  of  an  en- 
tirely different  character  owned  by  the  same 
individuals  but  operated  independently  and 
keeping  separate  accounts  need  not  report  on 
the  same  accounting  basis.  What  accounting 
method  is  used  is  determined  by  the  facts,  not 
by  what  the  method  used  is  called.  But  this 
does  not  mean  that  a  method  must  be  100% 
cash  or  accrual;  minor  deviations  from  the 
cash  basis  are  not  sufficient  to  cause  books  to 
be  placed  upon  the  accrual  basis.  The  converse 
is  also  true.  A  hybrid  method  is  not  acceptable, 
but  a  method  may  be  substantially  or  funda- 
mentally the  accrual  method  and  not  a  hybrid 
method.  To  be  kept  on  the  accrual  basis  the 
books  need  not  have  every  element  of  the  high- 
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est  scientific  accrual  method.  The  general  and 
controlling  character  of  the  accounts  deter- 
mines which  method  is  employed,  not  the  label 
which  the  taxpayer  chooses.  It  has  been  held 
that  evidence  as  to  accounting  method  in  years 
other  than  the  taxable  year  is  admissible  in 
determining  a  question  as  to  the  taxable  year 
since  'the  entire  story  is  pertinent  and  useful.' 
It  is  not  possible  to  adliere  to  absolutely  defi- 
nite rules  in  all  types  of  businesses  and  minor 
departure  will  not  necessarily  cause  the  scale 
to  turn  for  or  against  the  method  insisted  upon. 
There  must  not  be  a  too  strict  regard  for  in- 
significant errors  or  too  slavish  adherence  to 
prescribed  theories  or  methods.  The  controlling 
intendment  of  the  statute  must  be  kept  in  mind 
that  a  method  of  accounting  should  be  followed 
if  it  substantially  reflects  true  income." 

In  Willoughby  Camera  Stores  v.  Com'r  of  In- 
ternal Revenue,  125  F.  (2d)  607-608  (CCA.  2d, 
1942),  the  court  held: 

'The  issue  here  is  whether  petitioner  was 
entitled  to  deduct  from  gross  income,  as  busi- 
ness expenses  under  §  23  (a)  of  the  Revenue 
Acts  of  1934  and  1936,  26  U.S.C.A.  Int.  Rev. 
Code,  §  23  (a),  certain  amounts  which  it  set  up 
on  its  books  as  reserves  for  employees'  bonuses. 
The  amounts  were  deducted  in  1935  and  1936, 
although  not  paid  until  the  following  years, 
and  the  disputed  question  is  whether  the  tax- 
payer, which  is  on  the  accrual  system,  was  en- 
titled to  make  the  deductions  in  the  earlier 
years.  The  Board  of  Tax  Appeals  held  that 
there  was,  when  the  accounts  were  set  up,  no 
legal  liability  to  pay  the  amounts  credited  to 
the  bonus  reserve.  We  disagree. 

**Mr.  Riggles,  president  of  the  corporation, 
testified  that,  at  the  time  of  hiring,  the  em- 
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ployees  (who  are  called  'co-workers')  'are  told 
that  we  run  a  cooperative  organization,  that 
they  are  co-partners  of  the  business,  and  after 
two  years'  service  they  participate  in  a  general 
bonus  distribution.'  While  'co-partners'  may 
be  too  glorified  a  title  for  an  employee  whose 
claim  to  it  is  membership  in  a  profit-sharing 
scheme,  petitioner  has  succeeded  in  establish- 
ing that  it  was  obligated  to  pay  bonuses  in 
some  amount.  Where  such  an  inducement  is 
held  out  to  an  employee  at  the  time  of  hiring, 
it  is  familiar  doctrine  that  there  is  an  implied 
contract  to  make  payments.  See  Annotation, 
28  A.L.R.  331.  This  is  in  accord  with  the  rea- 
sonable expectation  of  the  employee,  an  ex- 
pectation, which  is  heightened  where,  as  here, 
similar  hopes  have  been  stimulated  in  his  fel- 
low-employees and  where  the  employer's  cus- 
tom has  been  to  satisfy  those  hopes.  In  such 
circumstances,  it  has  been  held,  the  employee 
may  sue  for  his  bonus,  though  his  recovery 
may  be  limited  to  a  nominal  amount.  He  is  pro- 
tected, furthermore,  against  a  forfeiture  of  his 
rights  by  an  arbitrary  discharge.  Annotation, 
28  A.L.R.  346. 

"No  doubt  the  obligation  imposed  on  the 
employer  by  such  a  contract,  while  the  amount 
remains  both  unknown  and  unknowable,  will 
not  serve  as  the  basis  of  a  deductible  accrual. 
On  the  other  hand,  there  can  be  no  doubt  about 
the  deductibility  of  an  accrual,  if  the  amount 
thereof  may  be  determined  by  a  fixed  formula, 
as  by  a  percentage  of  profits.  Petitioner  ar- 
gues, and  we  agree,  that  an  adequate  substitute 
for  such  a  formula  is  to  be  found  in  the  fact 
that  in  December  of  each  year  the  board  of 
directors  meets  to  determine  how  much  shall 
be  paid  as  bonuses  during  the  next  year.  Fol- 
lowing this  determination,  a  memorandum  is 
handed  to  the  treasurer,  who  credits  this 
amount  to  'Reserve  for  Bonus  or  Extra  Com- 
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pensation'  and  charges  it  to  profit  and  loss. 
The  action  of  the  board  of  directors,  while  not 
as  inflexible  as  a  formula,  must  be  regarded, 
in  view  of  the  company's  custom,  as  definitely 
fixing  a  minimum  for  the  amount  to  be  paid. 
The  amount  was  known  to  the  employees,  .  .  . 
As  in  the  case  of  Continental  Tie  &  Lumber  Co. 
V.  United  States,  286  U.S.  290,  52  S.  Ct.  529,  76 
L.  Ed.  1111,  all  the  events  necessary  to  a  deter- 
mination of  the  amount  to  become  due  were 
present  in  the  taxable  years.    (Cases) 

'The  Board  of  Tax  Appeals  held  that  an  em- 
ployee of  the  taxpayer  could  not  ascertain, 
within  the  taxable  year,  his  proportionate 
share  of  the  accrual.  We  do  not  regard  that  as 
relevant  to  the  issue  of  deductibility.  If  the 
directors'  decision  had  been  subject  to  revoca- 
tion, the  existence  of  a  formula  by  which  an 
employee  could  compute  his  share  of  a  tenta- 
tive amount  would  add  nothing  to  the  propriety 
of  an  accrual;  similarly,  if  the  sum  was  set 
aside  finally  and  without  reservation  as  a  lia- 
bility to  the  group,  the  absence  of  a  formula 
for  individual  distribution  would  in  no  way  im- 
pair the  accuracy,  from  an  accounting  point  of 
view,  of  the  accrual  as  a  reflection  of  the  com- 
pany's affairs.  In  view  of  the  custom  followed 
by  this  company,  we  think  that  its  promise  to 
its  'co-workers'  was  twofold:  (1)  to  pay  at 
least  some  amount  as  a  bonus,  and  (2)  to  pay 
at  least  the  amount,  if  any,  set  up  on  its  books 
at  the  end  of  each  year  as  a  reserve  for 
bonuses.  Thus  the  enforceable  obligation  to 
pay  a  nominal  sum,  found  in  the  usual  case, 
was  in  this  one  supplanted  at  the  time  of  the 
directors'  meeting  by  a  promise  to  pay  in  the 
aggregate,  at  least  the  amount  set  up  in  the 
reserve.  That  obligation  could  have  been 
enforced  by  the  employees  as  a  class,  and  we 
do  not  think  that  a  court  would  be  unable  to 
devise  some  equitable  method  for  apportioning 
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the  sum  among  them.  The  fact  that  no  date 
for  payment  was  set  at  the  December  meeting 
is  irrelevant;  under  the  accrual  system  of  ac- 
counting the  use  of  the  word  'accrued*  does  not 
signify  that  the  item  is  due.  On  the  contrary, 
the  accrual  system  wholly  disregards  due  dates. 
United  States  v.  Anderson,  269  U.S.  422,  425, 
46  S.  Ct.  131,  70  L.  Ed.  347.  If  the  issue  here 
were  when  payment  becomes  due,  we  would  be 
required  to  select  some  date  reasonable  under 
the  circumstances,  presumably  the  end  of  the 
succeeding  year;  but  we  are  not  faced  with  that 
task. 

"Since  there  was  an  obligation  enforceable 
within  the  taxable  year,  the  deductions  were 
proper.  The  order  of  the  Board  of  Tax  Appeals, 
therefore,  is  reversed." 

In  Helvering  vs.  Russian  Finance  &  Construc- 
tion Corp.,  77  Fed.  (2d)  324  (2d  Cir.),  the  taxpayer 
agreed  to  purchase  from  an  organization  six  hun- 
dred thousand  tons  of  ore  and  to  pay  therefor  at  a 
fixed  price  scale  plus  a  bonus  of  $2.00  per  ton  to  be 
paid  at  the  expiration  of  ten  years  from  the  date 
of  the  agreement  with  interest  payable  semi-an- 
nually from  the  date  of  deliveries.  The  taxpayer 
was  on  the  accrual  basis  and  according  accrued  all 
purchases  of  the  ore  thus  obtained  in  the  years 
when  the  purchases  were  made  and  accrued  the 
full  sum  of  $1,200,000.00,  being  the  $2.00  per  ton 
for  the  six  hundred  thousand  tons  in  the  three 
years  that  it  obtained  delivery  of  said  ore,  and  took 
the  amount  so  accrued  as  a  deduction  in  the  years 
in  which  they  were  accrued  as  liabilities.  The  Com- 
missioner of  Internal  Revenue  disallowed  this  de- 
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duction  contending  that  the  amount  was  not  prop- 
erly accrued  in  those  years,  the  court  held: 

'In  order  to  be  accruable  in  the  taxable 
year  for  which  the  return  is  made,  a  valid  ob- 
ligation to  pay  must  have  existed  in  that  year, 
which  is  enforceable  on  the  date  when  the  ob- 
ligation is  due. 


'When  the  right  to  receive  income  or  the 
obligation  to  expend  money  is  certain,  not  de- 
pendent upon  the  happening  of  some  contingen- 
cy, it  may  be  classified  as  accrued. 


"The  taxpayer's  liability  became  fixed  upon 
delivery  of  the  ore,  and  there  then  existed  rea- 
sonable grounds  to  justify  the  taxpayer  in  be- 
lieving that  it  would  ultimately  have  to  pay 
the  $1,200,000.  A  presently  existing  obligation, 
which  the  taxpayer  has  reasonable  grounds  to 
believe  must  eventually  be  fulfilled,  is  not  un- 
certain or  contingent  in  the  sense  that  it  may 
not  be  accrued.  See  Automobile  Ins.  Co.  v. 
Comm'r,  72  F.  (2d)  265  (CCA.  2). 

'The  basis  of  the  accrual  system  of  ac- 
counting is  that  obligations  incurred  in  the 
normal  course  of  business  will  be  discharged  in 
due  course.  United  States  v.  American  Can 
Co.,  280  U.S.  412,  50  S.  Ct.  177,  74  L.  Ed.  518. 
This  is  a  necessary  assumption.  Conditions  in 
the  contract  which  would  here  have  discharged 
the  taxpayer  from  the  liability  it  incurred  upon 
delivery  of  the  ore  were  not  of  a  nature  which 
would  justify  it  in  believing  it  would  not  have 
to  pay  the  $1,200,000.  The  conditions  never 
occurred,  as  the  record  disclosed,  and  the  lia- 
bility was  in  fact  discharged  by  payment. 
When  books  are  kept  on  an  accrual  basis,  a 
presently  existing  obligation,  which,  in  the  nor- 
may  course  of  events,  the  taxpayer  is  justified 
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in  believing  he  must  fulfill,  may  be  accrued. 


"The  fundamental  requirement  is  that  the 
return  reflects  true  income,  and  expenses  must 
be  set  off  against  the  income  to  which  they  are 
attributable.  United  States  v.  Anderson,  supra ; 
Miller  &  Vidor  Lumber  Co.  v.  Comm'r,  39  F. 
(2d)  890,  892  (CCA.  5).  In  the  latter  case, 
the  court  said:  'We  think  these  cases  and  the 
regulations  clearly  establish  the  rule  that,  as  to 
taxpayers  making  their  returns  on  the  accrual 
basis,  deductions  attributable  to  the  business 
of  a  particular  year  must  be  applied  against 
the  income  they  help  to  create  from  the  busi- 
ness of  that  year,  and  not  against  that  of  a 
subsequent  year  in  which  payment  was  made.' 

**In  the  instant  case,  the  contract  provided 
that  payment  of  the  $2  per  ton  was  additional 
payment  for  the  ore.  Consequently,  the  $1,200,- 
000  constituted  part  of  the  cost  of  the  ore,  and 
the  taxpayer  so  entered  this  cost  upon  its 
books.  When  the  ore  was  sold  by  the  taxpayer 
during  the  taxable  years  in  question,  the  true 
income  derived  from  such  sale  could  be  ascer- 
tained only  by  offsetting  the  complete  cost  of 
the  ore,  including  the  $1,200,000,  against  the 
price  received  upon  its  sale.  Postponing  the 
deduction  to  the  year  when  the  $1,200,000  was 
actually  paid  would  not  reflect  true  income  for 
that  year,  but  would  distort  the  income." 

In  United  States  v.  Anderson,  269  U.S.  422;  46 
Sup.  Ct.  131,  the  taxpayer  in  the  year  1916  sold 
munitions  upon  which  it  was  required  to  pay  muni- 
tions' taxes.  These  taxes  were  due  and  payable  in 
1917  and  were  paid  in  that  year.  Taxpayer  took  as 
a  deduction  in  1917  the  amount  so  paid.  The  com- 
missioner disallowed  the  deduction  on  the  ground 
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that  the  taxpayer  was  on  the  accrual  basis  and 
should  have  taken  the  deduction  in  1916.  The  Su- 
preme Court  held: 

"Only  a  word  need  be  said  with  reference  to 
the  contentions  that  the  tax  upon  munitions 
manufactured  and  sold  in  1916  did  not  accrue 
until  1917.  In  a  technical  legal  sense  it  may  be 
argued  that  a  tax  does  not  accrue  until  it  has 
been  assessed  and  becomes  due;  but  it  is  also 
true  that  in  advance  of  the  assessment  of  a  tax, 
all  the  events  may  occur  which  fix  the  amount 
of  the  tax  and  determine  the  liability  of  the 
taxpayer  to  pay  it.  In  this  respect,  for  pur- 
poses of  accounting  and  of  ascertaining  true 
income  for  a  given  accounting  period,  the  muni- 
tions ta  xhere  in  question  did  not  stand  on  any 
different  footing  than  other  accrued  expenses 
appearing  on  appellee's  books.  In  the  economic 
and  bookkeeping  sense  with  which  the  statute 
and  Treasury  decision  were  concerned,  the 
taxes  had  accrued. 


"We  conclude  that  the  reserves  for  taxes 
which  appeared  on  appellee's  books  in  1916 
were  deductible  under  section  13(d)  (now  sec. 
23)  of  the  Act  of  1916  and  Treasury  Decision 
2433  in  its  income  tax  return  on  the  accrual 
basis  for  that  year. 

"It  was  argued  in  behalf  of  the  appellees  in 
No.  337  that  the  taxpayer  did  not  keep  its 
books  on  an  accrual  basis; 


"On  this  point  we  are  concluded  by  the  find- 
ings." 
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Re:  Statute  of  Limitations 

In  Ronald  Press  Co.  v.  Shea,  27  Fed.  Supp.  857- 
863,   affirmed  114  Fed.    (2d)    453    (2d   Cir.),   the 

original  complaint  sought  refund  of  taxes  paid 
upon  determination  of  a  deficiency  resulting  from 
the  liquidation  of  subsidiary  companies.  By  the 
amended  complaint  plaintiff  sought  recovery  for 
additional  loss  sustained  in  the  same  tax  year,  re- 
sulting from  the  charging  off  of  bad  debts  trans- 
actions distinct  from  those  involved  in  the  original 
complaint.  The  court  held: 

"The  first  special  defense  is  that  the  amend- 
ed complaint  set  forth  new  and  distinct  causes 
of  action,  which  were  not  contained  in  the 
original  complaint  and  were  not  brought  within 
the  time  limited  by  law  for  commencing  an  ac- 
tion thereon,  and  are  therefore  barred.  I  think 
the  defense  is  good.  It  is  true  that  'a  liberal 
rule  should  be  applied.'  New  York  Central  & 
H.  R.  R.  Co.  V.  Kinney,  260  U.S.  340,  346,  43  S. 
Ct.  122,  123,  67  L.  Ed.  294  and  that  Rule  15(c) 
of  the  new  Federal  Rules  of  Civil  Procedure 
which  went  into  effect  September  16,  1938,  28 
US.C.A.  following  section  723c,  permits  the 
amended  pleading  to  date  back  to  the  original 
pleading,  where  the  claims  asserted  in  the 
amended  pleading  arose  out  of  the  transaction 
set  forth  or  attempted  to  be  set  forth  in  the 
original  pleading.  But  the  amended  complaint 
does  not  meet  the  condition.  Not  only  are  the 
amounts  and  dates  different  but  there  are 
pleaded  certain  basic  allegations,  such  as  the 
making  of  the  agreement  of  January  3,  1928, 
which  are  not  mentioned  in  the  original  com- 
plaint. Likewise,  there  are  important  allega- 
tions of  the  original  complaint  which  do  not 
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appear  in  the  amended  complaint.  (Compare 
paragraphs  9,  22  and  24  of  the  original  com- 
plaint with  paragraphs  13  and  14  of  the  amend- 
ed complaint.)  Having  in  mind  the  provisions 
of  the  stipulation  and  the  special  defense,  I 
conclude  that  the  causes  of  action  pleaded  in 
the  amended  complaint  are  barred  by  the  Stat- 
ute of  Limitations  controlling  suits  against  the 
United  States  to  recover  taxes  illegally  col- 
lected. 26  U.S.C.A.  §§  1672-1673  and  notes 
thereunder." 

In  McEachern  v.  Rose,  302  U.S.  56;  58  S.  Ct.  84, 

plaintiff  sued  to  recover  a  refund.  Defendant  inter- 
posed a  barred  set-off  against  the  tax  liability. 
The  Government  relied  upon  the  principle  set  forth 
in  Lewis  v.  Reynolds,  284  U.S.  281;  52  S.  Ct.  145 
(the  case  which  defendant  relies  on  in  the  base  at 
bar).  (See  decision  of  Circuit  Court  of  Appeals,  86 
F.  (2d)  231.)  The  Supreme  Court  of  the  United 
States  held: 

"We  may  assume  that,  in  the  circumstances, 
equitable  principles  would  preclude  recovery 
in  the  absence  of  any  statutory  provision  re- 
quiring a  different  result.  But  Congress  has 
set  limits  to  the  extent  to  which  courts  might 
otherwise  go  in  curtailing  a  recovery  of  over- 
payments of  taxes  because  of  the  taxpayer's 
failure  to  pay  other  taxes  which  might  have 
been  but  were  not  assessed  against  him.  Sec- 
tion 607  of  the  1928  Act  (26  U.S.C.A.  Sec.  3770 
(a)  (2)  )  declares  that  any  payments  of  a  tax 
after  expiration  of  the  period  of  limitation, 
shall  be  considered  an  overpayment,  and  directs 
that  it  be  'credited  or  refunded  to  the  taxpayer 
if  claim  therefor  is  filed  within  the  period  of 
limitation  for  filing  such  claim;'  and  section 
609  (a)  of  the  1928  act  (26  U.S.C.A.,  Sec.  3775 
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(a)  )  provides  that  'any  credit  against  a  liabil- 
ity in  respect  of  any  taxable  year  shall  be  void 
if  any  payment  in  respect  of  such  liability 
would  be  considered  an  overpayment  under  sec- 
tion 607  (3770(a)(2)  ).'  These  provisions  pre- 
clude the  government  from  taking  any  benefit 
from  the  taxpayer's  overpayment  by  crediting 
it  against  an  unpaid  tax  whose  collection  has 
been  barred  by  limitation. 

'It   is   plain   that  these   provisions   forbid 

credit  of  the  overpayments  of  taxes  for  1930 
and  1931,  which  were  made  after  collection  of 
the  1928  tax  was  barred.  If  petitioner  had  then 
paid  the  1928  tax,  there  would  have  been  an 
overpayment  of  the  tax,  refund  of  which  is 
made  mandatory  by  section  607.  Credits 
against  the  tax  of  overpayments  of  taxes  as- 
sessed for  other  years,  if  made  at  that  time, 
could  not  stand  on  any  different  footing  under 
the  provisions  of  section  609  (26  (U.S.C.A., 
Sec.  3775).  The  right  of  the  government  to 
credit  the  overpayments  upon  the  earlier  un- 
paid tax  could  arise  only  when  the  overpay- 
ments occurred;  but  since  at  that  time  collec- 
tion of  the  1928  tax  was  barred  by  limitation, 
and  payment  of  it  would  be  an  overpayment, 
credit  against  it  of  the  1930  and  1931  overpay- 
ments was  forbidden  by  section  609  (3775). 


"If  petitioner  had  then  paid  the  (barred) 
tax  he  could  have  recovered  it  back  as  an  over- 
payment under  section  607  (3770) ;  accordingly, 
credit  against  the  tax  of  the  1929  overpayment 
is  prohibited  by  section  609  (3775),  as  are  like 
credits  for  the  overpayments  of  1930  and  1931. 

"The  similar  treatment  accorded  by  the 
statutes  to  credit  against  an  overdue  tax,  and 
to  payment  of  it;  the  prohibition  of  credit  of 
an  overpayment  of  one  year  against  a  barred 
deficiency  for  another;   and  the   requirement 
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that  payment  of  a  barred  deficiency  shall  be 
refunded,  are  controlling  evidences  of  the  con- 
gressional purpose  by  the  enactment  of  sec- 
tions 607  (now  3770)  and  609  (3775)  to  require 
refund  to  the  taxpayer  of  an  overpayment, 
even  though  he  has  failed  to  pay  taxes  for  other 
periods,  whenever  their  collection  is  barred  by 
limitation." 

In  Bothensies  v.  Electric  Storage  Battery  Co., 
329  U.S.  296;  67  S.  Ct.  271,  the  taxpayer  insisted 
on  the  right  to  set  off  the  amount  of  his  claim  for 
refund  which  was  barred  by  the  statute  of  limita- 
tions against  his  subsisting  tax  liability.  The  Gov- 
ernment made  the  same  contention  as  the  plaintiff 
makes  in  the  case  at  bar,  namely,  that  a  barred 
liability  cannot  be  set  off  against  a  subsisting  lia- 
bility and  the  Government  was  sustained  in  that 
contention.   The  court  held: 

"It  probably  would  be  all  but  intolerable,  at 
least  Congress  has  regarded  it  as  illadvised,  to 
have  an  income  tax  system  under  which  there 
never  would  come  a  day  of  final  settlement  and 
which  required  both  the  taxpayer  and  the  Gov- 
ernment to  stand  ready  forever  and  a  day  to 
produce  vouchers,  prove  events,  establish 
values  and  recall  details  of  all  that  goes  into 
an  income  tax  contest.  Hence  a  statute  of 
limitation  is  an  almost  indispensable  element 
of  fairness  as  well  as  of  practical  administra- 
tion of  an  income  tax  policy. 


"As  statutes  of  limitation  are  applied  in  the 
field  of  taxation,  the  taxpayer  sometimes  gets 
advantages  and  at  other  times  the  Government 
gets  them.  Both  hardships  to  the  taxpayer  and 
losses  to   the  revenues  may  be  pointed  out. 
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They  tempt  the  equity-minded  judge  to  seek 
for  ways  of  relief  in  individual  cases. 

"But  if  we  should  approve  a  doctrine  of  re- 
coupment of  the  breadth  here  applied  we  would 
seriously  undermine  the  statute  of  limitations 
in  tax  matters.  In  many,  if  not  most,  cases  of 
asserted  deficiency  the  items  which  occasion  it 
relate  to  past  years  closed  by  statute,  at  least 
as  closely  as  does  the  item  involved  here.  Cf. 
Hall  V.  United  States,  95  Ct.  CI.  539,  43  F.  Supp. 
130.  The  same  is  true  of  items  which  form  the 
basis  of  refund  claims.  Every  assessment  of 
deficiency  and  each  claim  for  refund  would 
invite  a  search  of  the  taxpayer's  entire  tax  his- 
tory for  items  to  recoup. 


"We  cannot  approve  such  encroachments  on 
the  policy  of  the  statute  out  of  consideration 
for  a  taxpayer  who  for  many  years  failed  to 
file  or  prosecute  its  refund  claim.  If  there  are 
to  be  exceptions  to  the  statute  of  limitations, 
it  is  for  Congress  rather  than  for  the  Courts 
to  create  and  limit  them." 

In  American  Light  &  Traction  Co.  v.  Harrison, 
142  F.  (2d)  639  (7th  Cir.),  the  court  held: 

"Plaintiff  brought  this  action  to  recover 
$251,053.55  in  income  taxes  admittedly  over- 
paid for  1933.  Although  he  admitted  every  al- 
legation of  fact  contained  in  plaintiff's  com- 
plaint, defendant  endeavored  to  defeat  recovery 
by  affirmatively  pleading  that  plaintiff  had 
underpaid  its  taxes  for  1928  by  $342,180.50,  the 
collection  of  which  was  barred  by  the  statute 
of  limitations. 


"The  Government's  failure  to  collect  the 
tax  for  1928  was  not  caused  by  any  misrepre- 
sentation or  misleading  silence  on  plaintiff's 
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part,  but  resulted  from  an  opinion  of  the  Gen- 
eral Counsel  for  the  Bureau  which,  in  1940, 
turned  out  to  be  erroneous  under  LeTulle  v. 
Scofield,  308  U.S.  415,  60  S.  Ct.  313,  84  L.  Ed. 
355. 


"Since  an  action  to  recover  a  federal  tax 
erroneously  paid  is  in  the  nature  of  a  common 
law  action  for  money  had  and  received  and  is 
governed  by  equitable  principles.  United  States 
V.  Jefferson  Electric  Mfg.  Co.,  291  U.S.  386, 
402,  403,  54  S.  Ct.  443,  78  L.  Ed.  859,  and  since 
equitable  principles  would  preclude  a  recovery 
in  the  instant  situation,  plaintiff  could  not  re- 
cover if  there  were  no  statutory  provisions  in- 
volved. Here,  however,  there  are  such  provi- 
sions which  cannot  be  ignored. 

"Section  607  of  the  Revenue  Act  of  1928, 
45  Stat.  791,  874,  26  U.S.C.A.  Int.  Rev.  Code, 
§  3770(a)  (2),  which  is  significantly  entitled 
*Effect  of  Expiration  of  Period  of  Limitation 

Against  United  States,'  provides  that  any  pay- 
ment of  a  tax  after  the  expiration  of  the  ap- 
plicable period  of  limitation  shall  be  considered 
an  overpayment  and  directs  that  it  be  **  *  * 
credited  or  refunded  to  the  taxpayer  if  claim 
therefor  is  filed  within  the  period  of  limitation 
for  filing  such  claim.'  Under  this  section,  any 
payment  of  the  barred  deficiency  for  1928 
would  constitute  an  overpayment,  the  refund 
of  which  would  be  mandatory.  Section  609(a) 
provides  that  'Any  credit  against  a  liability  in 
respect  of  any  taxable  year  shall  be  void  if  any 
payment  in  respect  of  such  liability  would  be 
considered  an  overpayment  under  section  607.' 
45  Stat.  875,  26  U.S.C.A.  In  Rev.  Code,  §  3775 
(a).  Since  the  payment  of  a  barred  deficiency 
for  1928  would  constitute  an  overpayment  un- 
der §  607  (now  3770),  it  necessarily  follows 
that    any    credit    of    the    1933    overpayment 
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against  that  barred  deficiency  would  be  void 
under  §  609(a)  (now  3775).  In  the  light  of 
these  provisions,  the  only  possible  conclusion  is 
to  affirm  the  District  Court's  judgment  for  the 
plaintiff.  Any  other  result  would  effect  a  ju- 
dicial repeal  of  the  Act  of  Congress. 


"Probably  moved  by  the  desire  to  stimulate 
voluntary  payment  of  taxes  by  giving  the  tax- 
payer an  immediate  refund  right  free  from 
the  danger  that  it  would  be  credited  against 
any  stale  deficiency,  Congress  enacted  the  in- 
stant statutory  provisions.  At  any  rate,  Con- 
gress did  enact  these  provisions  which  we  are 
not  free  to  suspend  or  apply  at  will,  nor  to 
shape  to  our  notion  of  the  ends  of  justice.  Al- 
though here  a  hardship  on  the  Government  re- 
sults from  the  taxpayer's  inconsistency,  the 
correlative  provisions  of  this  same  statute 
will,  in  the  converse  of  the  instant  situation, 
work  an  equal  hardship  on  the  taxpayer.  Hall 
v.  United  States,  Ct.  C,  43  F.  Supp.  130.  In  the 
instant  case,  our  power  to  construe  the  statute 
is  narrower  than  usual  and  closely  circum- 
scribed, because  the  Supreme  Court  has  given 
an  authoritative  interpretation  in  the  McEach- 
ern  case. 

"The  judgment  is  affirmed." 

In    Grand    Central    Public    Market    v.    United 
States,  22  F.  Supp.  119-131  (Calif.),  the  court  held: 

"In  this  recent  McEachern  Case  it  was  held 
that  the  equitable  defense  of  setoff,  unjust  en- 
richment, or  recoupment  is  not  available  to  the 
government  if  the  application  of  such  a  defense 
would  result  in  crediting  a  later  overpayment 
upon  a  barred  tax  liability 

"It  is  indeed  unfortunate  that  in  this  in- 
stance the  plaintiff  will  be  able  to  avail  itself 
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of  the  technical  defense  of  the  statute  of  limita- 
tions, in  order  to  avoid  the  collection  by  the 
government  of  a  very  considerable  sum  in  in- 
come taxes  for  the  years  1925  to  1928,  inclu- 
sive. These  taxes,  plaintif  at  one  time  properly 
and  legally  owed,  but  no  fraud  or  concealment 
has  been  alleged  or  proved  by  the  government 
and  we  feel  that  the  bonus  receipts  were  known 
or  should  have  been  known  at  all  times  to  the 
Commissioner's  agents.  To  ignore  the  statute 
would  in  our  judgment,  produce  results  much 
more  serious  than  any  possible  loss  of  revenue. 
Congress  certainly  had  a  special  object  in  view 
in  enacting  the  statute  of  limitations  and,  to 
accept  the  theory  of  the  defendant  in  this  case, 
would  be  to  defeat  the  clear  intent  of  Congress 
to  fix  a  definite  period  of  time  as  a  limit  upon 
collectibility  of  income  tax. 


''Under  the  circumstances  we  are  unwilling 
to  reduce  or  wipe  out  plaintiff's  recovery  by 
offsetting  the  taxpayer's  liability  for  any  year 
prior  to  1929." 

In  Lyeth  v.  Hoey,  112  F.  (2d)  4  (2d  Cir.),  plain- 
tiff sued  for  refund  of  taxes.  Defendant  interposed 
a  set-off  based  on  a  claim  for  unpaid  taxes  which 
was  barred  by  the  Statute  of  Limitations  at  the 
time  the  answer  was  filed.  The  court  held: 

"Section  609(a)  (now  3775)  prevents  the 
government  from  crediting  barred  taxes  upon 
the  claim  of  a  taxpayer  for  overpayment  of  any 
tax  and  section  609(b)  in  like  manner  protects 
the  government  against  a  credit  of  a  cledm  for 
barred  taxes  of  any  kind." 

In  Rotenberg  v.  Sheehan,  48  F.  Supp.  584-587, 

the  court  held: 
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"The  amount  of  unpaid  taxes  on  independ- 
ent transactions  may  not,  after  their  collection 
is  barred  by  the  Statute  of  Limitations,  be  set 
off  against  claims  for  refund.  McEachern  v. 
Rose,  302  U.S.  56,  58  S.  Ct.  84,  82  L.  Ed.  46." 

In  Hall  V.  United  States,  43  F.  Supp.  130-134, 
Court  of  Claims,  Certiorari  Denied,  62  S.  Ct.  944, 

the  situation  was  reversed.  The  taxpayer  claimed 
the  right  to  recoup  against  a  tax  liability  a  claim 
for  refund  which  was  barred  by  the  Statute  of 
Limitations. 

The  Government  made  the  same  contention  in 
that  case  that  the  taxpayer  makes  in  the  case  at 
bar,  namely,  that  the  barred  claim  for  refund 
could  not  be  off-set  against  a  tax  liability  and  the 
Government's  contention  in  that  respect  was  sus- 
tained.  The  court  held: 

'Tlaintiff's  facts  come  so  squarely  within 
the  terms  of  these  two  sections  (referring  to 
3770-3775)  when  construed  together,  that  to 
permit  recovery  by  way  of  recoupment,  under 
the  facts  as  disclosed  by  the  record  would  be 
tantamout  to  judicial  repeal  of  the  statutory 
limitation  provisions  enacted  by  the  Congress. 


**At  any  rate,  the  Congress,  in  its  discretion 
and  within  its  province,  has  enacted  these  pro- 
visions. We  are  not  privileged  to  suspend  or 
apply  them  at  will,  nor  to  shape  them  to  our 
notion  of  the  ends  of  justice." 

In  West  Virginia  Pulp  &  Paper  Co.  v.  McElli- 
gott,  40  F.  Supp.  765-771,  the  court  held: 
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"The  defense  of  recoupment  is  available  as 
to  all  three  of  plaintiff's  actions.  Lewis  v.  Rey- 
nolds, 284  U.S.  281,  283,  52  S.  Ct.  145,  76  L.  Ed. 
293;  Stone  v.  White,  supra,  301  U.S.  page  538, 

57  S.  Ct.  851,  81  L.  Ed.  1265;  Routzahn  v. 
Brown,  6  Cir.,  95  F.  2d  766,  769.  McEachern  v. 
Rose,  302  U.S.  56,  58  S.  Ct.  84,  82  L.  Ed.  46, 
does  not  take  away  the  defense  of  recoupment 
in  the  cases  at  bar.  In  that  case  statutory  pro- 
visions. Sections  607  and  609  of  the  1928  Act, 
26  U.S.C.A.  Int.  Rev.  Acts,  pages  459,  460,  make 
the  defense  unavailable.  'We  may  assume  that, 
in  the  circumstances,  equitable  principles  would 
preclude  recovery  in  the  absence  of  any  stat- 
utory provision  requiring  a  different  result.' 
McEachern  v.  Rose,  supra,  302  U.S.  page  59, 

58  S.  Ct.  page  85,  82  L.  Ed.  46. 

"The  taxes  sought  to  be  recovered  by  these 
suits  were  paid  long  before  the  enactment  of 
Sections  607  and  609.  It  is  the  policy  of  Section 
609(a)  'to  stimulate  voluntary  payment  of 
taxes  by  giving  the  taxpayer  an  immediate  re- 
fund right  free  from  the  danger  that  it  will  be 
credited  against  a  stale  deficiency'." 

In  Penn  v.  Robertson,  29  F.  Supp.  386-388,  the 

court  held: 

"It  is  insisted  by  the  Commissioner  that  the 
deficiency  for  the  year  1929  should  be  deducted 
from  the  overpayment  on  the  authority  of  Bull 
V.  United  States,  295  U.S.  247,  55  S.  Ct.  695,  79 
L.  Ed.  1421.  But  the  facts  of  the  instant  case 
bring  it  within  the  rule  announced  in  McEach- 
ern V.  Rose,  302  U.S.  56,  holding  that  a  tax 
already  barred  cannot  be  off-set  against  an 
overpayment." 
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To  the  Honorable  the  Judges  of  the  United  States 
Court  of  Ai3peals  for  the  Ninth  Circuit: 

J.  W.  Maloney,  Collector  of  Internal  Revenue  for  the 
District  of  Oregon,  petitions  for  a  rehearing  in  the 
above  entitled  case  for  the  following  reason : 

In  the  opinion  filed  September  7,  1949,  the  Court 
failed  to  decide  on  the  merits  the  second  question  pre- 
sented, namely,  whether  the  amounts  of  $86,635.88  in 
1942  and  $77,366.37  in  1943,  accrued  by  taxpayer  to  the 
accounts  of  Mason  and  Peterson  under  their  profit 
sharing  agreements,  are  allowable  deductions  in  those 
years.  The  District  Court  decided  this  question  on  the 
merits,  holding  that  the  deductions  were  properly  taken 

(1) 


by  the  taxpayer  in  1942  and  1943  and.  are  allowable  (R. 
33,  35, 38-39)  and  one  of  the  points  on  appeal  specifically 
relates  to  this  holding  (R.  48-49). 

In  the  last  two  paragraphs  of  its  opinion  this  Court 
held  that  it  could  not  find  an  abuse  of  discretion  in  the 
denial  by  the  District  Court  of  the  Collector's  motion 
to  amend  his  answer  to  x^lead  as  a  set-off  to  the  refund 
claimed  the  tax  which  results  from  disallowance  of  the 
Mason  and  Peterson  deductions  referred  to  above,  since 
the  amended  answer  does  not  appear  in  the  record. 
Apparently,  therefore,  this  Court  took  the  view  that 
the  question  as  to  the  allowability  of  the  deductions 
for  profits  accrued  to  Mason  and  Peterson  was  not 
raised  by  a  pleading  of  the  Collector  and  was  thus  not 
properly  before  it. 

It  is,  however,  submitted  that  the  issue  is  present 
in  the  case  even  though  it  was  not  asserted  by  the  Collec- 
tor's answer  or  by  amended  answer.  This  is  a  suit  by 
the  taxpayer  for  a  refund  of  taxes  paid  for  1942-1943 
and  he  is  not  entitled  to  a  judgment  unless  he  has  in 
fact  overpaid  his  taxes  for  those  years.  To  the  extent 
of  the  deductions  in  respect  of  amounts  accrued  to 
Mason  and  Peterson,  if  erroneously  taken  in  those 
years,  he  underpaid  his  taxes  and  the  resulting  under- 
payment must  be  subtracted  from  the  tax  which  was 
paid  in  order  to  arrive  at  the  amount  overpaid  for 
which  judgment  may  be  given.  This  is  true  even  though 
the  statute  of  limitations  would  bar  the  Commissioner  of 
Internal  Revenue  from  assessing  and  collecting  an  addi- 
tional tax  for  the  years  in  suit.  These  principles  are 
fully  established  by  Lewis  v.  Reynolds,  284  U.S.  281, 
599.^    Thus,  the  question  of  whether  the  deductions  were 


^  The  cases  of  McEachern  v.  Bose,  302  U.S.  56,  and  Rothensies  v. 
Electric  Battery  Co.,  329  U.S.  29G,  as  well  as  other  cases  on  which 
the  taxpayer  relied  (Br.  73-77),  involved  different  questions  and 
do  not  affect  the  authority  of  Lewis  v.  Reynolds,  supra.  In  the 
McEachern  case  it  was  held  that  a  tax  liability  for  one  year,  assess- 


properly  taken  in  1942  and  1943  by  the  taxpayer  was 
an  essential  element  in  determining-  the  taxpayer's  right 
to  a  refund  of  taxes  paid  for  1942-1943  and  the  amount 
thereof,  and  since  this  is  so,  there  was  no  necessity  that 
the  question  he  affirmatively  pleaded  by  the  Collector. 
Similarly,  since  an  essential  element  of  taxpayer's  case 
was  to  establish  that  the  deductions  were  properly  taken 
in  order  to  establish  his  right  to  a  refund  in  this  suit 
against  the  Collector,  the  United  States  was  not  a  neces- 
sary party  to  the  suit.  Cf.  Lewis  v.  Reynolds,  supra, 
where  the  United  States  was  not  joined  as  a  defendant 
with  the  Collector.-  Indeed,  in  this  posture  the  princi- 
pal reason  for  filing  an  amended  answ^er  in  this  case 
would  be  to  advise  the  taxpayer  of  the  Government's 
position  that  the  amount  of  profits  accrued  by  taxpayer 
to  the  accounts  of  Mason  and  Peterson  were  not  prop- 
erly deductible.  But  this  purpose  was  served  even 
though  the  amended  answer  was  not  actually  filed.  The 
taxpayer's  objections  to  the  motion  for  leave  to  file  an 
amended  answer  state  (R.  8)  that  the  amended  answer 
was  tendered  with  the  motion  and  the  taxpayer  was  thus 

ment  of  which  was  barred  by  the  statute  of  limitations,  could  not 
reduce  overpayments  of  taxes  for  other  years,  refund  of  which  was 
sought  in  the  suit.  The  Electric  Battery  case  held  that  a  barred 
claim  for  refund  of  excise  taxes  for  one  period  could  not  be  recouped 
against  an  income  tax  owing  for  the  year  1935.  These  decisions  of 
course  recognize  the  basic  premise  that  taxes  for  different  years 
and  different  kinds  of  taxes  are  different  causes  of  action.  But  the 
present  case,  like  Lewis  v.  Reynolds,  supra,  does  not  involve  an 
attempt  to  setoff  a  tax  for  one  year  against  a  refund  of  tax  for 
another  year.  On  the  contrary  it  involves  a  suit  for  refund  of 
income  taxes  paid  for  1942-1943  and  the  question  is  whether  the 
tax  for  those  years  has  been  overpaid.  If  erroneous  dcluctions  were 
taken  in  those  years,  there  has  been  no  overpayment  to  that  extent. 
-The  statement  in  the  affidavit  of  Thomas  R.  Winter  in  support 
of  the  motion  for  leave  to  file  an  amended  answer  (R.  7-8)  that 
the  United  States  was  a  necessary  party  to  the  suit  was  made  be- 
cause the  Government  was  then  endeavoring  to  assert  a  counter- 
claim for  an  affirmative  judgment  of  $6,554.03  against  the  taxpayer 
to  which  the  United  States  would  have  been  a  necessary  party. 
See  Finding  26  (R.  36-37). 


on  notice  of  the  Government's  position.  In  any  case, 
evidence  on  the  merits  on  this  question  was  offered 
and  received  at  the  trial  and,  as  stated,  the  Dis- 
trict Court  decided  the  question  on  the  merits.  The 
Collector's  statement  of  points  on  appeal  (R.  48-49)  as- 
serts error  both  as  to  the  holding  on  the  merits  that  the 
deductions  were  allowable  and  as  to  the  denial  of  the 
motion  to  amend.  Thus,  the  question  on  the  merits  is 
properly  before  this  Court  and  must  be  decided,  even 
though  the  Court  decided  in  the  opinion  of  September 
7,  1949,  that  the  District  Court  did  not  abuse  its  discre- 
tion in  denying  the  motion  to  file  an/  amended  answer. 

It  is  therefore  respectfully  requested  that  this  Court 
grant  a  rehearing  and  decide  the  issue  as  to  the  pro- 
priety of  the  deductions.  As  the  Collector's  brief 
shows  (pp.  24-26),  the  amounts  credited  to  Mason  and 
Peterson  on  taxpayer's  books  in  1942  and  1943  were 
not  properly  accruable  as  deductions  because  the  tax- 
payer was  not  unconditionally  obligated  to  pay  the 
amounts  in  those  years.  Second,  even  if  it  is  assumed 
arguendo  that  the  amounts  were  properly  accruable, 
Section  23  (p)  (1)  (D)  of  the  Internal  Revenue  Code 
nevertheless  bars  the  right  to  deduct  the  accrued  items 
until  the  year  or  years  in  which  the  amounts  were 
actually  paid.  (See  Br.  26-27.)  It  is  clear  that  the 
facts  of  this  case  fall  precisely  within  the  terms  of 
Section  23  (p)  (1)  (D).  See  Section  29.23  (p)-l  of 
Treasury  Regulations  111  (Appendix,  infra).  Tax- 
payer relies  on  the  part  of  the  regulation  which  states 
that  the  provision  is  not  intended  to  cover  the  case 
where  pajTuent  of  compensation  is  deferred  until  after 
the  year  of  accrual  merely  because  of  inability  of  the 
employer  to  pay  the  compensation  in  the  year  of 
accrual.  There  is  no  showing  here,  however,  that  the 
taxpayer  was  unable  to  pay  the  accrued  compensation 
to  Mason  and  Peterson  in  1942  and  1943.     Although 


the  agreements  with  Mason  and  Peterson  provided 
that  taxpayer  might  retain  their  shares  of  the  profits 
in  excess  of  their  drawings  as  working  capital,  tliis 
provision  at  best  simply  relieved  taxpayer  of  the  neces- 
sity in  the  future  of  securing  working  capital  in  the 
amounts  to  be  accrued  from  other  sources.  There  is 
no  indication  that  taxpayer  could  not  have  ol)tained 
working  capital  of  $86,635.88  at  the  end  of  1942  and 
$77,366.37  at  the  end  of  1943  in  some  other  manner 
and  thus  the  inference  is  compelled  that  the  retention 
of  these  amounts  of  compensation  in  the  taxable  years 
was  simply  a  convenience  to  him,  rather  than  a  finan- 
cial necessity. 

The  Court  should  hold  that  the  deductions  of  $86,- 
635.88  in  1942  and  $77,366.37  in  1943  are  not  allow- 
able. 

While  we  are  of  the  firm  conviction,  for  the  reasons 
heretofore  given,  that  the  filing  of  the  amended  answer 
was  unnecessary  to  raise  the  issue  as  to  the  propriety 
of  the  deductions  here  in  question  on  the  merits,  never- 
theless if  the  Court  feels  that  the  amended  answer  is 
necessary  or  desirable  to  a  consideration  of  the  ques- 
tion on  the  merits,  it  is  requested  that  the  Court  direct 
the  District  Court  to  certify  the  i:)roposed  amended 
answer,  which  was  attached  to  and  tendered  with  the 
motion  for  leave  to  file.  (R.  8,  11,  18-19.)  This  is 
clearly  within  the  Court's  power  under  Rule  75(h), 
Federal  Rules  of  Civil  Procedure.  The  request  to 
supplement  the  record  is  proper  and  should  be  granted 
even  though  the  Court's  opinion  and  judgTnent  have 
already  been  rendered.  Cf.  American  Chemical  Paint 
Co.  V.  Dow  Chemical  Co.,  164  F.  2d  208  (C.A.  6th). 
Upon  receipt  of  the  amended  answer,  the  Court  will 
see  that  it  asserted  as  a  defense  to  the  taxpayer's  claim 
for  refund  that  taxpayer  had  not  overpaid  his  taxes 
for    1942-1943,    since    he    erroneously    deducted    the 


amounts  of  $86,635.88  in  1942  and  $77,366.37  and  that 
the  District  Court  abused  its  discretion  in  not  granting 
leave  to  file  it,  in  order  that  the  Government  "s  position 
might  be  set  forth  in  the  pleadings. 

Respectfully  submitted. 

Theeox  Lamae  Cavdle, 
Assistant  Attorney  General. 
Ellis  N.  Slack, 
A.  F.  Prescott, 
Helex  Goodxer, 
Special  Assistants  to  the 

Attorney  General. 

Hexey  L.  Hess, 

United  States  Attorney. 
Victor  E.  Harr, 

Assistant  United  States  Attorney. 
September,  1949. 
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purpose  of  delay  or  vexation,  but  is,  in  the  opinion  of 
counsel,  well  founded  and  proper  to  be  filed  herein. 

Therox  Lamar  Cai'dle, 
Assistant  Attorney  General. 
Ellis  X.  Slack, 
A.  F.  Prescott, 
Helex  Goodxer, 
Special  Assistants  to  the 

Attorney  General. 

Hexey  L.  Hess, 

Ignited  States  Attorney. 
Victor  E.  Harr. 

Assistant  Ignited  States  Attorney. 
September.  1949. 


APPENDIX 


Treasury  Eegulations  111.  promulgated  under  the 

Internal  Revenue  L'ode: 

See.  29.23 (^p J -1.  Coutrihufions  of  an  Employer 
to  an  Emploi/ees'  Trust  or  Annuity  Plan  and  Com- 
pensation I'nder  a  Deferred  Payment  Plan — In 
General. — Section  23  (p)  prescribes  limitations 
upon  deductions  for  amounts  contributed  by  an 
employer  under  a  pension,  annuity,  stork  Ixnms, 
or  protit-sliaring  plan.  c«r  under  any  plan  of  de- 
ferred compensation.  It  is  inmiaterial  whether 
the  plan  covers  present  employees  only,  or  present 
and  former  employees,  or  only  former  employees. 

*  *  *  Section  23  (p),  however,  is  applicable  to 
all  i-ontributions  inider  a  stock  bonus,  pension, 
protit-sharing.  or  annuity  plan,  whether  ur  not  the 
employees'  rights  in  such  contributions  are  non- 
forfeitable. 

x^  contributiuii  to  be  deductible  under  section 
23  (p)  must  be  an  ordinary  and  necessary  expense 
which  would  be  deductible  imder  section  23  (a) 
if  it  were  not  for  the  fact  that  the  statute  specif- 
ically provides  tliat  it  shall  be  deductible  under 
section  23  (p).  A  contribution  by  a  corporation 
tnider  a  ]~)lan  which  is  created  primarily  for  the 
purpose  of  beneliting  shareholders  of  the  company 
is  not  deductible.  Such  contribution  may  con- 
stitute a  dividend  within  the  meaning  of  section 
115  (a).  A  contribution  under  a  plan  that  is  set 
tip  for  the  exclusive  benefit  of  employees  as  such, 
and  thus  represents  an  item  of  expense,  is  of  the 
nature  of  compensation  for  personal  ser^ices  rend- 
ered by  the  employees  covered  by  the  plan.  The 
amotnit  of  c(^ntributions  allowable  as  a  deduction 
has  an  over-all  limitation — the  entire  contrilnitions 
for  the  taxalde  year  when  added  to  other  com]Huisa- 
tion  paid  must  represent  reasonable  compensiition 
for  services  rendered  by  the  em]doyee  beneficiaries. 

*  *  *  In  the  ease  of  a  stock  bonus  or  profit-sharing 
plan  which  provides  for  additional  com]>ensation 
for  employees  not  paid  as  a  pension,  a  contribution 
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will  not  be  fully  deductible  unless  it  can  be  justified 
as  a  reasonable  addition  to  the  compensation  other- 
wise paid  to  employees  wdio  are  beneficiaries  under 
the  plan.  In  addition  to  the  over-all  limitation 
referred  to  above,  section  23  (p)  sets  forth  further 
limitations  as  to  the  amounts  that  may  be  deduc- 
tible for  the  taxable  year. 

Section  23  (p)  is  not  confined  to  formal  stock 
bonus,  pension,  profit-sharing,  and  annuity  plans, 
or  deferred  compensation  plans,  but  it  includes  any 
method  of  contributions  or  compensation  having 
the  effect  of  a  stock  bonus,  pension,  profit-sharing, 
or  annuity  plan,  or  similar  plan  deferring  the 
receipt  of  compensation.  *  *  *  If  an  employer 
on  the  accrual  basis  defers  paying  any  compensa- 
tion to  an  emj^loyee  until  a  later  year  or  years  under 
an  arrangement  having  the  effect  of  a  stock  bonus, 
pension,  profit-sharing,  or  annuity  plan,  or  similar 
plan  deferring  the  receipt  of  compensation,  he 
shall  not  be  allowed  a  deduction  until  the  year  in 
which  the  compensation  is  paid.  This  provision 
is  not  intended  to  cover  the  case  where  an  employer 
on  the  accrual  basis  defers  payment  of  compensa- 
tion after  the  year  of  accrual  merely  because  of 
inability  to  pay  such  compensation  in  the  year  of 
accrual,  as,  for  example,  where  the  funds  of  the 
company  are  not  sufficient  to  enable  payment  of 
the  compensation  without  jeopardizing  the  sol- 
vency of  the  company,  or  where  the  liability  accrues 
in  the  earlier  year,  but  the  amount  payable  cannot 
be  exactly  determined  until  the  later  year. 

Deductions  under  section  23  (p)  are  generally 
allowable  only  for  the  year  for  which  the  contribu- 
tion or  compensation  is  paid,  regardless  of  the  fact 
that  the  taxpayer  may  make  his  return  on  the 
accrual  basis.    *    *    * 


'il  U.    a.    SOVERNHENT   PRINTINS   OFFICE^    IB49 


•^^iHllIn!!!! 

Hi 

